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By Henry B. FERNALD 


What credit statements should represent, are intended to 
represent and are understood to represent is a general question of 
interest both to the public accountants, who as a part of their 
professional work prepare and certify to such statements, and to 
bankers and credit men whose business actions are in part in- 
fluenced by such statements. 

Without minimizing the importance of the credit statement as a 
feature of the professional accountant’s work, we must recognize 
that it is, however, only one feature of a very wide range of valua- 
ble service which he is asked to render and does render in modern 
business. 

Not all his audits are intended to lead to credit statements. A 
cash audit may be made, intended only to verify the honesty of 
the cashier’s handling of funds, a cost audit may be desired to 
determine whether costs have been properly charged against the 
several departments or divisions of the business, special audits 
may be needed to determine an accounting under particular con- 
tracts or agreements. In addition, there are the demands for 
cost accounting, office systems, tax returns and all manner of con- 
sulting and advisory services for which the accountant’s training, 
experience and abilities may qualify him. Perhaps in every one 
of these cases it might be better for the client if a complete audit 
were made and such a statement prepared as would conform to the 
highest standards for a credit statement. The public accountant 
certainly would have no reason to object to the most complete 
possible use of his services. 

The accountant must, however, recognize that there are many 
perfectly sincere, honest business men who do question whether a 
full audit of their accounts has any value to them commensurate 
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with its cost. The fact that any client or prospective client may 
not be disposed to avail himself of what an accountant may feel 
to be the full service which might be rendered is no reason for the 
accountant to look with doubt and suspicion on such service as 
the client may ask him to render and is no reason why the ac- 
countant should refuse to render such honest and useful service as 
the client may desire. 

A client, fully satisfied as to the honesty with which the ac- 
counts are handled, but dissatisfied with the form in which his 
present operating or financial statements are prepared, may 
properly ask an accountant, without audit but accepting the 
books and figures as correct, to do what he can to shape up a 
better form of statement. The accountant may in a few days 
render to the client a service of real value to him, whereas it might 
require weeks to make a proper audit. 

Not infrequently the accountant is asked even by bankers 
themselves to prepare quickly without audit a statement based 
on book figures with such explanations as may be made to him, in 
order to make promptly available the information which such a 
statement may give for whatever it may be worth. 

We might continue further to expand these examples of state- 
ments which were never intended for and should not be used as a 
basis for extending credit. 

On the other hand, we recognize that the banker does not act 
solely upon a proper credit statement. If bankers should sud- 
denly decide that loans would not be made except upon properly 
audited and certified statements, we would have either a great 
reduction in loans or a deluge of accounting work. Admittedly 
such a rule is not practicable. Loans will continue to be made 
and credit will continue to be given on a basis of character and 
ability of the borrower. There are many cases where financial 
statements do not justify a loan but where a loan may rightly and 
properly be made. There are other cases, probably fewer in 
number, where in spite of satisfactory present financial state- 
ments, the loan should be refused. The most important question 
is not the condition at the time the loan is made but the condition 
when the loan has to be paid. Regardless of what the present 
balance-sheet may show, the business which is heading rapidly 
downhill or is in incapable or dishonest hands is not entitled to the 
credit which should be extended to the business which is on the 
up-grade and is being capably and honestly administered. 
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These matters are mentioned in this preliminary way because 
in some discussions of the subject of accountants’ certificates 
there seemed to be an assumption on the one hand that the entire 
work of the public accountant consisted of the preparation of 
credit statements and on the other that the banker never should 
make a loan except on the basis of a certified financial statement 
which he had before him. 

To recognize conditions as they actually exist is not to mini- 
mize the importance of the financial statement as a basis for loan 
or credit or the importance of a proper certification thereof by 
the public accountant. Possibly it means that the banker might 
often avail himself to advantage of a wide range of valuable in- 
formation which the accountant could furnish to him but which 
is not and can not be reflected in the formal balance-sheet or even 
in the summarized income account. Perhaps accountants’ credit 
statements ought to be expanded to give important information as 
to gross sales, percentage of net to gross, distinction between prof- 
itable and unprofitable departments, and particularly to set forth 
and give their comments upon the comparative showing over a 
seriesof years. However, thisisnot thesubject I would here discuss. 

In this discussion I shall use the term ‘“‘accountants’ certificates”’ 
in a broad way to mean 

The written declarations signed by accountants which 
set forth the nature of the financial statements they submit, 
and this regardless of whether the expression ‘‘ We certify”’ 
is or is not used therein. 

I use the expression thus broadly because I am trying to deal 
with substance rather than with form. Form is not unimportant 
and uniformity is certainly a great convenience, but if we can 
agree as to substance, there need not be great difficulty in agreeing 
as to satisfactory form. 

The three great divisions of philosophy were stated by Kant 
to be 

(1) What can we know. 
(2) What ought we to do. 
(3) For what may we hope. 
Let us consider our subject from these viewpoints. 


WHAT CAN THE PUBLIC ACCOUNTANT KNOW? 


Anyone who has sat on the witness stand with his testimony 
subject to cross-examination by a keen attorney is made to realize 
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how very little after all he really knows. Under such a searching 
the public accountant finds that generally his knowledge is con- 
fined to the statements and figures set forth in the books and 
records (as to which the records themselves are the best evidence) 
and to the statements which have been made to him by others 
(which are simply hearsay). If he happened to be on the ground 
during the period as to which he is testifying, he may have some 
personal knowledge, but this is simply knowledge which he has 
as an individual and not particularly as a public accountant. He 
may, when duly qualified as an expert, state his opinions and 
conclusions from the facts developed, but such testimony be- 
comes admissible only when the facts have first been evidenced. 

Even though fully qualified to testify as to accounting matters, 
he can express no opinion as to values unless by different tests 
he is shown qualified to do so, nor is he permitted to express his 
opinion as to authenticity of signatures or entries unless qualified 
as a hand-writing expert. 

For example, as to real property, the accountant finds that all 
he really knows is that the books and records show its cost to be 
a certain aggregate amount which may represent the total of 
various items therein set forth. Possibly he may find the books 
charge against building A the cost of certain steel work which 
the voucher states was purchased for building B. He may even 
find that other records show this particular steel to have been 
used in building B, but even so he does not yet have definite 
knowledge whether the steel was used in building A or in building 
B. He may make inquiry of those who were on the job during 
construction and everyone whom he asks may agree that this 
steel was used in B rather than A. He may be wholly satisfied 
in his own mind as to the fact, yet the most he can say is that he 
believes what has been told to him although he must recognize 
that he does not have real knowledge of the fact. Possibly he 
may happen to be an engineer or to have enough engineering 
knowledge and ability so that he can state the detailed steel 
requirements of such a building and reach the conclusion that 
the particular steel in question could not have been used in the 
building as it stands. His ability to do this must, however, be 
based on engineering rather than on accounting knowledge. 

But even though he has determined what the records show to 
be the cost of this building and is satisfied that this is the true cost, 
this gives him no real knowledge as to its value. Possibly he 
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may have a record of a price at which it was sold or may find 
records of offers which have been made for its purchase or its 
sale. Possibly he may make such investigations as satisfy him 
that the transactions or the offers were bona fide, yet unless he 
actually participated in these transactions in some way other than 
as an accountant, he can hardly have real knowledge regarding 
them. 

Possibly he may have such experience in real-estate dealings 
that he will form in his own mind some conclusion as to the real 
values involved. Possibly he may have enough knowledge of the 
people concerned to reach his own conclusion that if X offers 
$500,000 for the property it must be worth at least $750,000, or 
he may possibly reach a conclusion that if it stands on the assess- 
ment rolls at $500,000 it represents a value of at least $800,000, 
but whatever these conclusions of his may be as to value, they 
must be based on some knowledge and experience which he has 
otherwise than as an accountant. 

As to machinery and equipment his knowledge is likewise 
limited. The accountant may see what items are, in the books 
and records, stated as the expenditures for machinery and 
equipment. He may find vouchers and receipts for all such 
payments. He may take the vouchers and records and go through 
the plant asking someone to point out to him the various in- 
dividual machines. He may consult the records to see what they 
show as to dismantled and obsolete items. He may interview 
machinists, foremen and superintendents. Thus he may reach 
a conclusion in his mind as to what is the cost of now existing 
plant and equipment; yet he must recognize that, after all, the 
real facts which he knows are few. Then he must recognize that 
even though he is satisfied a machine cost $1,000 that is only 
slight indication of its value. He may find what he considers a 
reasonable allowance made for depreciation, but this at best is a 
mere estimate. But even after he reaches his conclusions as to 
a fair basis of depreciated cost, he is still left with an uncertainty 
as to whether or not the machine is really worth anything. 
Even though the machine be working full time and full capacity, 
there is still the possibility that it ought to be thrown cut and a 
newer and better machine installed in its place. If the ac- 
countant happens to be likewise an engineer, qualified to form an 
opinion on this subject, he may state his conclusions as an engi- 
neer, but he will do this as an engineer and not as an accountant. 
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The accountant may, of course, prepare his statement to evi- 
dence appraisal or engineering conclusions. He may in his state- 
ment show a real-estate appraisal of $100,000 instead of a cost 
of $50,000, or he may show for plant and equipment $500,000 
determined by engineering appraisal instead of $1,000,000 shown 
by the books and records. If he does this, the fact with which he 
is concerned is that he is stating an appraisal rather than a book 
figure. 

What was the value two years ago of all the then existing 
machinery and equipment of the Ford plant? Only one who 
knew the detailed plans for the new model could have told. 
Should an accountant then reporting have written it down to its 
scrap value? Should he have set up a contingent liability of 
$50,000,000 or $100,000,000 for reconstruction and bringing the 
new model into production? Certainly not, as the accountant 
looks on the balance-sheet. When I, as an accountant, see a 
statement certified to by a fellow accountant, I neither consider 
nor expect that he has been going so far beyond the natural 
limitations of accounting knowledge as to forecast management 
policies for the future and their financial results and requirements. 
It is perfectly true that an accountant may make a particularly 
valuable report, if in collaboration with the management he can 
set up the probable financial results of proposed business action. 
Perhaps it might be well for all concerned if every banker, before 
making a loan, should insist on a definite statement of the man- 
agement’s policies for the ensuing six months or year, with a 
corresponding budget and financial forecast, to be reviewed by a 
public accountant and accompanied by his report and comments 
thereon. In many cases such a statement would far outweigh 
the balance-sheet in importance. Many a bad loan or bank- 
ruptcy might be thereby avoided. 

But such a forecast is not a balance-sheet, and no recognition 
of the great importance of such forecasts can justify their con- 
fusion with the balance-sheet, nor should such forecasts be in- 
troduced into the balance-sheet except when so clearly stated 
that there can be no question that present fact and future ex- 
pectancy are so mingled therein. 

But we do not finish with this question when we determine how 
one accountant will look upon the certificate of another. If the 
statement and certificate, which I as an accountant understand 
to have a certain meaning, does not have the same meaning to 
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you who receive it, there is an element of danger and wrong which 
needs to be corrected. If we accountants have been wrong in 
giving certificates in such language as gives to you a mistaken 
impression of what we have done and what responsibility we 
assume, the English language is rich enough and broad enough to 
furnish all the words needed to make our certificates carry their 
right meaning. But this can be done only if the certificates can 
be written to contain all the words necessary to carry the right 
meaning. 

If, for example, as to inventories, we wish the accountant’s 
usual short certificate to be understood as meaning what I be- 
lieve it to mean, we can readily have him add the statement that 
inventories as set forth in the statement are represented to him 
to have been taken by responsible officers or employees of the 
company and to be priced at cost or market, whichever is lower, 
with due allowance for obsolete, damaged or useless steck, and 
that his general examination and test of the records and of stocks 
on hand indicate that this is so. 

Should such a statement as this be added wherever this is the 
fact, or can we satisfactorily leave the short certificate in sub- 
stantially its present form and have this understood ? 

This is an important question to be answered because we should 
not ignore a condition where the accountant who says this is 
blamed for a qualified certificate and unsatisfactory work, whereas 
the accountant who does not say it, because he believes it is un- 
derstood without his saying it, is complimented for a better 
certificate and better work. It is important to accountants to 
avoid unfair criticism but it is more important to us and to you 
that you should not take your actions upon an assumption that 
our certificates mean something that they do not mean and were 
never intended to mean. 

Turn to the other end of the statement. What can the ac- 
countant know as to so-called ‘‘cash in bank’’? He knows that 
he has a bank certificate of the amount which the bank states as 
a credit to the client’s account. Against this he may find that the 
records show certain cheques issued but not yet charged up by 
the bank. The accountant does not know and can not know that 
there are no cheques which have been drawn on the bank ac- 
count but have not been entered in the company’s records. 
He may take advantage of the time between the closing date of 
the books and the termination of his audit to make further check 


/ 











The Journal of Accountancy 








of the bank accounts to see that no such unentered cheques have, 
during this interval, been paid by the bank; yet he can not know 
that there is not some such cheque outstanding which has not 
yet been presented to and paid by the bank. 

Similarly, consider notes payable. The accountant may verify 
the correctness as to amounts and maturity dates of all notes 
payable shown by the records. He may receive statements from 
all those banks, or others, shown by the records as probable 
payees of outstanding notes, yet this does not prove that there 
may not be other unrecorded notes outstanding. 

Let us further consider cash. The certificate of a bank as to 
the amount which it has to the credit of a client is not necessarily 
evidence that this balance will ever be realized. Presumably 
the bank is sound and solvent, but the accountant as he receives 
such a certificate does not have knowledge regarding this. If the 
accountant were to delay his statement until he could personally 
verify by adequate examination the condition of every bank in 
which the client had deposits, few clients would receive certified 
statements until long after they had ceased to be of value for 
credit purposes. 

As to accounts receivable, ordinarily the accountant is not 
permitted to ask for verification from his client's customers. It 
is customary to do so for stock-exchange houses and a few other 
lines. Perhaps the practice should be further extended, but at 
present the trade sentiment is so strongly against it that the ac- 
countant rarely has the benefit of this knowledge. He can as- 
certain the balances shown by the records as being outstanding 
for longer than the usual collection period. He can make some 
inquiry and reach conclusions largely on hearsay as to their 
status, but there is only a very limited range of facts which he can 
know. 

Inventories are most difficult ground. If he took enough men 
into a plant he might actually count all the articles in the in- 
ventory. However, almost never could he get a large enough 
force of men with enough knowledge of the articles in the in- 
ventory of that particular business to determine the exact nature 
and quality of every article on hand. 

Take, for example, a clothing manufacturer. Is an accountant 
supposed to be able on examination to recognize from his own 
knowledge every piece of goods on the shelves, to know whether 
it is a pattern which will sell or will not sell, to say whether coats 


8 





Accountants’ Certificates 








and suits and even women’s clothing will have a salable value at 
least equal to the prices at which they are carried in the inventory? 
Any accountant who could do this has apparently missed his 
vocation; he ought to be an extremely successful merchant. 

Let me here point out that the very term ‘‘auditor’’ means 
one who hears. Unless the name is itself a misnomer, the auditor 
is primarily one who receives his information from others, by 
word of mouth or by written record, and is not one who depends 
primarily on his own personal knowledge. He hears and con- 
siders what is before him and from it he reaches his conclusions. 
We need not rest this point on the derivation of the word, for 
we know the general thought that if anyone is so closely a part 
of any business that as a participant he has personal knowledge 
of all its transactions, he has by this very fact largely disqualified 
himself as an independent auditor whose certificate is desired. 

The English law, which requires the naming of official auditors 
who shall report directly to the stockholders, notably adheres to 
this basic thought as to the auditor. The companies “ consolida- 
tion’’ act of 1908, section 113 (2), reads as follows: 

“The auditors shall make a report to the stockholders on the accounts 
examined by them, and on every balance-sheet laid before the company in 
general meeting during their tenure of office, and the report shall state— 

(a) Whether or not they have obtained all the information and explana- 
tions they have required; and, 

(b) Whether, in their opinion, the balance-sheet referred to in the report 
is properly drawn up so as to exhibit a true and correct view of the state of 


the company’s affairs according to the best of their information and the 
explanations given to them, and as shown by the books of the company.”’ 


Space does not permit me here to quote at length from English 
decisions, but I would quote briefly from the Kingston Cotton 
Mills case: 

“It is no part of an auditor's duty to take stock. No one contends that 
it is. He must rely on other people for details of the stock-in-trade in 
hand. In the case of a cotton mill he must rely on some skilled person for 
the materials necessary to enable him to enter the stock-in-trade at its 
proper value in the balance-sheet.” 

My reason for quoting this English law and referring to the 
English decisions is not to show that English courts have ac- 
corded a measure of protection to accountants, but rather to 
show how clearly the English law recognizes that the independent 
auditor has to rely on the information which he obtains rather 
than on his own personal knowledge. My purpose in discussing 
the question, ‘‘What can the public accountant know?” isjto 
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show that by the very nature of things the public accountant 
must be limited as to his personal knowledge of affairs and must 
reach his conclusions from what he is able to find in the records 
and the information and explanations which he receives from 
others. 

Thus limited at best, the accountants’ knowledge is even further 
limited by the authorization which he may receive. It is and 
must be a part of the accountant’s professional ethics that he 
will not endeavor to take advantage of an opening given to him 
to obtain knowledge which is not within the scope of the client’s 
authorization to him. If the accountant does not believe that 
he can fairly and honestly undertake an engagement subject to 
the limitations imposed upon him, he may refuse it, but if he 
does undertake the work he must respect these limitations—and 
they are just as effective in limiting what he can know as are the 
inherent difficulties referred to previously. 

Let me here say that in pointing out that accountants’ cer- 
tificates do not mean as much as some people would like to think 
they mean, I am not saying a word to detract from the real value 
which they have. Their greatly increasing use has not been 
because of false ideas of what they represent, but because of their 
proven value. In fact, such over-confidence in the accountant’s 
certificate as does exist is largely due to the value which in actual 
practice these certificates have been found to have. Because 
accountants have found, even within their natural limitations, 
so many cases where accounts receivable were padded, inventories 
overvalued, liabilities understated and contingent liabilities 
ignored, there has been a growing conviction of the value of the 
accountant’s certificate for such protection as it can and should 
give. 

The accountants sincerely hope that they may do nothing to 
disturb this. There is no surer way to lose the confidence now 
reposed in them than to seem to do that which they can not do. 
Accountants are not possessed of an infallible truth-detector, 
nor do they have the gift of prophecy, yet we hope they may dis- 
claim these and still leave themselves a useful position in the 
business world. 


WHAT OUGHT THE ACCOUNTANT TO DO? 


Recognizing this limited knowledge which the accountant can 
have and the dependence he must place upon what he finds in 
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the records and upon the information which he receives from 
others, we then come to the question of what ought the account- 
ant to do. 

In the first place we may fairly assume that the accountant does 
not want to give and the banker does not want to receive an 
accountant’s certificate which purports to set forth a knowledge 
of the facts which the accountant does not possess. There have 
been dishonest accountants as there have been dishonest bankers, 
but each is the exception, so we may here direct our question to 
the accountant who is as anxious to give as the banker is to re- 
ceive the right and proper certification. 

In Professor David Himmelblau’s book on Auditors’ Cer- 
tificates (page 120) he makes these statements: 


“The ideal certificate is one that conveys precisely the right shade of 
meaning to anyone who studies carefully its every word and at the same 
time creates the correct general impression in the mind of anyone who 
reads it casually. 

“Certificates should be so worded that double meanings are impossible 
and no opportunity is given for drawing deductions not intended. In 
identical sets of circumstances the certificate of one auditor should mean 
precisely the same as that of another, and exactly similar meanings should 
attach to the words used.” 

This is the ideal and it is an ideal we should approach as closely 
as in our strenuous business life we may. No one can take ex- 
ception to Professor Himmelblau’s statement as a standard toward 
which we should strive. Similarly no banker would take ex- 
ception to the statement as a banking standard that no loan should 
ever be made which the borrower will not be able to repay, or 
that credit should not be extended to a man who will be unabie 
to pay his debts. Attorneys should so draw agreements that 
they can not be misunderstood. Likewise we all agree that no 
law should ever be enacted by congress which does not clearly 
express the legislative intent. It is not a lowering of standards 
or being false to the highest ideals to admit that none of these 
standards I have mentioned is now attained nor is it pessimistic 
to doubt that any ever will be fully attained. 

The accountant is just as desirous of writing certificates which 

will clearly convey his meaning as the banker is to make sound 
loans. Unfortunately neither is perfect. 

In a recent paper Melville M. Parker states: 


“It is becoming an accepted fact that a direct responsibility rests on 
the accountant to present his findings so that none can misunderstand.” 


I wish we might attain this ideal which no one yet has been able 
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to attain. The great division of the Greek and Roman Churches 
came largely from a dispute as to a single Biblical word. 

But granting that the accountant should make his certificate 
so clear and definite that he can reasonably expect it to be under- 
stood by the one who reads it as carrying the meaning which the 
accountant intended it to carry, then we might ask what kind of 
certificate he ought to give. 

It need hardly be pointed out that the accounting profession 
is sincerely desirous of holding as high and responsible a position 
as possible in the public estimation. Accountants do not wish 
to evade responsibilities which they can properly assume and they 
ought not to do so. 

I can not forbear here to cite those statements which usually 
appear on announcements of security issues, such as: 


“While we do not guarantee the above information, it is obtained from 
sources which we believe to be reliable.”’ 


or, perhaps better, 

“The statements contained herein, while not guaranteed, are based upon 
information and advice we believe to be accurate and reliable.”’ 

Such qualifications may in some cases be used purely to evade 
responsibility, yet we know that our better houses honestly and 
sincerely intend that the statements they make in their offering 
circulars shall be accurate and reliable. Is it too much to ask 
you to believe that the accountant, although ready to express 
his opinion and take his full responsibility, is equally desirous 
to disclaim those responsibilities which from the very nature of 
his work he can not assume? 

Mr. Parker, in his paper referred to, cites as ‘‘a simple and 
straightforward certificate’’ the following: 

“We have audited the above balance-sheet and certify that in our opinion 
it properly reflects the financial position of the X Company as of December 
31, 1926.” 

He also cites and condemns a certificate which includes the 
following statements: 

“The inventories were taken by the contpany’s representatives and the 
quantities were not verified by us. We were not in a position to appraise 
the value of patents or goodwill, and provision for federal income taxes is 
subject to adjustment upon final determination of the liability therefor.”’ 

Mr. Parker particularly comments that the auditor “accepts 
no responsibility for the valuation of patents or goodwill.”’ Is 
this comment deserved? Does the banker believe that the ac- 
countant is ordinarily accepting responsibility for the valuation 
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of patents or goodwill? Is anyone wise enough to state the true 
value of the goodwill of General Motors, or Woolworth, or 
Montgomery Ward, or Macy? Or the value of the patents of 
General Electric, or Timken or Radio Corporation? Or the value 
of the franchises of American Tr. & T. or Western Union? 

When the accountant states his opinion that a balance-sheet 
“properly reflects the financial position of the company’”’ is he 
supposed to be stating what he believes to be the true values of 
goodwill, patents and franchises? [If so, then few certificates 
should be issued without qualification, for rarely, if ever, has the 
auditor attempted to pass upon such values. 

Next, as to federal income taxes, each of you knows the un- 
certainty of their amount. Until the statute of limitations has 
run there is no certainty as to that liability. Even if the cer- 
tifying accountant has himself prepared the tax return, rarely 
can he say that this is the true tax liability. Nor can he state as 
the true tax liability whatever amount any government employee 
or even the commissioner himself may propose. Great injustice 
would have been done to corporations and their stockholders if 
every additional assessment which has been proposed during 
recent years had been set forth as a liability, direct or contingent, 
on the balance-sheet. To some extent, every certificate must 
be read as subject to undetermined tax liabilities. Perhaps 
accountants should more generally state this qualification. 

I have a letter from a banker whose opinion I greatly esteem, 
in which he expresses his thought that where tax authorities have 
already entered claims or indicated that taxes for any year are to 
be opened up, out of which claims may be made, the accountants 
should certainly ascertain it in making the audit and should set 
up the facts as a contingent liability in their report. He likewise 
suggests that in so far as an official confirmation of tax settlement 
down to a certain year has been furnished, the audit report should 
set forth such confirmation. 

Frankly, I believe that more attention should be paid to these 
tax claims. I know that if I were a banker this is one of the first 
questions I should wish to ask. Yet as I have considered case 
after case which has come before me I find it impossible to do 
justice to the usual situation without a much more extended dis- 
cussion than is possible in any brief report. There was a time 
after the war when it seemed almost necessary that every state- 
ment should be qualified as being ‘subject to final determination 
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of federal income-tax liabilities.” This seemed about all we 
could say. The treasury department was running wild in its 
letters stating proposed additional taxes. In many of these 
cases I would not have felt justified in stating the amount which 
the department was proposing without adding an expression of 
my own belief that no such amount was due. 

There are three positions I see which we may take: 

(1) We may assume that the uncertainty and indefiniteness as 
to tax liability is so well recognized and generally understood that 
there is no need for us to state this as a qualification in our reports. 

(2) We may assume that the situation is not generally under- 
stood so that we should make this as a qualification wherever there 
has not been a final and definite closing of tax liabilities to date. 
If so, we must then qualify practically all the certificates we issue. 

(3) We may regard this not as a qualification of the certificate, 
but simply as a matter to be explained, and present a summary of 
the situation, as my banker friend referred to above has suggested, 
but we can do this only by abandoning the so-called short 
certificate and substituting for it the more lengthy accountant’s 
report. 

This is a subject I shall refer to later at more length. 

As to the matter of inventories, I quote from Professor Him- 
melblau’s book (page 53). As to certain certificates he comments: 

“It is stated that the quantities were accepted by the auditors upon the 
management's certification to the auditor. Is this to be considered as 
a qualification? Hardly so, for the certificate merely states the audit 
practice which is customary in 99 per cent. of the audits. Inquiry has 
developed that the same scope of audit was followed in many certificates 
that do not mention this point and apparently contain no qualification 
whatsoever. If this point is to be viewed as a qualification, then an 
‘unqualified’ certificate . . . would become a rarity.”’ 

Mr. Parker’s commendation of the short certificate and his 
condemnation of the long certificate seem to bring us squarely to 
the crucial question as to what the accountant ought to do. 
The probabilities are that the auditor who signed the short cer- 
tificate which Mr. Parker commends as “‘a simple and straight- 
forward certificate’? had not himself verified the quantities in 
the inventory or appraised the value of patents or goodwill, 
and did not question that federal income taxes would be subject 
to adjustment upon their final determination. It is true that in 
the certificate which Mr. Parker condemns the auditor does not 
express his opinion that the statement properly reflects the finan- 
cial position of the company, but he does state that he has audited 
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the records. As I read his certificate I see no reason why he 
should not have so expressed his opinion. 

If this is so, then we have two auditors’ certificates which both 
mean the same thing. One does not state certain inherent limita- 
tions upon his work because he assumes they will be taken for 
granted, and he accordingly is commended. The other auditor, 
by stating these limitations, gives to them such an emphasis that 
his certificate is condemned as “ practically worthless.”’ 

This criticism of Mr. Parker's is cited because it is typical of 
what many bankers say. Some of them even go so far as to say 
that when an accountant gives his certificate to a balance-sheet 
it should mean that the assets there listed will realize at least the 
figure at which they are carried on the balance-sheet. As I have 
pointed out, this is something which the accountant does not 
and can not do. 

When the accountant states that in his opinion a balance-sheet 
“properly reflects the financial condition of the company,” or 
that it ‘‘correctly sets forth the financial condition of the com- 
pany,” he does not mean that this is a correct statement of real- 
izable values. He only means that in his opinion the balance- 
sheet has been properly prepared from an accounting viewpoint. 
This includes proper reserves for bad and doubtful accounts, 
proper reserves for depreciation, the entry of all known and defi- 
nitely determined liabilities, etc. It does mean that inventories 
are stated on a proper basis with allowance for spoiled or unsalable 
goods, but it does not mean that he is passing upon the actual 
collectability of the accounts or on the actual values of the as- 
sets. It does not mean that he is stating the balance-sheet on the 
basis of his personal knowledge of the facts, but on the basis of 
his examination of the records and, as the English phrase it, 
“according to the best of his information and the explanations 
given to him.”’ The auditor is responsible for reasonable dili- 
gence in examination and inquiry and for a fair judgment upon 
the information before him, but he is not an appraiser or under- 
writer of values. 

The most important question as to what the auditor ought to 
do seems to hinge on the question of what is ordinarily understood 
and what ought to be understood by a certificate which states 
that in his opinion the balance-sheet properly reflects the financial 
position of the company. If bankers, credit men and the public 
at large generally understand that such a certificate means and 


15 











The Journal of Accountancy 








should be understood to mean that the accountant has done more 
than he has done and that he accepts a responsibility which he 
does not and can not accept, then it seems to me we must abandon 
the short certificate. 

We may cover some of these matters by the wording of the 
balance-sheet. The trouble is that if we try to say ‘Plant and 
equipment—book value,’’ we seem at once to raise a question, and 
yet, except where plant-and-equipment item is based on an ap- 
praisal and so stated, that is about all we can say that the balance- 
sheet figure represents in most cases. 

If we abandoned the short-form certificate and used a longer 
form, we should avoid many difficulties. We could then make 
comments upon various items without so unduly magnifying 
them that our comments would seem to be reflections upon the 
correctness and propriety of the accounts. 

Nevertheless we still leave the underlying question as to what 
should be done to prevent our certified statements being consid- 
ered as representations of the realizable value of assets. 

It is at this point in our consideration that we come to the 
suggested remedy of a service classification. If we draw up 
certain schedules of the details covered by class A audit and veri- 
fication, and of others by class B, class C, etc. shall we eliminate 
much of the present uncertainty and misunderstanding? It may 
well be urged that a certificate which states ‘‘we have made a 
class A audit’’ will mean something definite to one who has clearly 
in mind just what class A schedule represents. But it will mean 
nothing to the man who is ignorant of this schedule. Such a 
certificate could hardly be used on a report to stockholders, as it 
would be meaningless to most of them. 

Again, it would require some close discrimination as to the 
merits of the several schedules as applied to various conditions. 
For a small company $5,000 of advances to employees may be a 
serious matter, whereas, for one of our great corporations an aggre- 
gate of $5,000, representing a lot of small items, sinks into in- 
significance. Noone could reasonably ask that the auditor should 
inquire with as great care into this feature where it is unimportant 
as where it isimportant. Or, yet again, we can not hope to get as 
careful and accurate a check upon the merchandise for sale by a 
department store as we can of the metals for sale by a mining 
company, whereas the merchandise for sale in the mining com- 
pany’s store is probably of so little importance that any errors in 
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it will not materially affect the showing of financial condition of 
the company. I am frankly at a loss to see how such schedules 
can be drawn up which will properly care for this matter of per- 
spective. 

I wonder if such schedules are our remedy, or if we can not do 
more by using simple English words to indicate what we have and 
have not done. 

In saying this, I would not in any way discourage any attempt 
to formulate schedules of what, in various circumstances, might 
be done and what a certificate in each such case would represent. 
It would certainly tend to a recognition of the problems and diff- 
culties inherent in the situation and so accomplish much good. 
Even though it might result in showing that such scheduled 
certifications are not themselves the solution, it might well be a 
step toward the right solution. 

This is an expression of my personal thought. I understand 
this question is receiving definite consideration by a committee 
of the American Institute of Accountants. I am not a member 
of such committee and nothing that I here say should be consid- 
ered as representing the deliberations or conclusions of that com- 
mittee. I believe that the considerations which I have mentioned 
will presumably enter into their deliberations and will inevitably 
influence their conclusions, yet as they consider this subject they 
may see further and better than I now do what is its right solution. 


FOR WHAT MAY WE HOPE? 


We may hope for much from the mutual consideration and dis- 
cussion of this subject between the accountants who issue these 
certificates and the bankers and the credit men who receive them. 
It is not surprising that there should be today some question and 
dispute on this matter. 

Accountancy is a relatively new profession. Its development 
has come with the demands of modern business. Many of us 
can remember when the request of bankers for audited statements 
as a basis for loans was considered as a direct reflection on the 
borrower. Many business men prided themselves that they had 
never furnished any financial statements to their bankers. 

I need not tell you how greatly the situation today has changed 
from what it was a generation ago. This rapid growth and de- 
velopment have inevitably brought the many problems which we 
are today trying to solve. 
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The recognition by credit executives and accountants that there 
is a real problem to be solved as to accountants’ certificates is in 
itself a hopeful sign. The fact that a committee of your organi- 
zation is closely in touch with the committee of the American 
Institute of Accountants and that both these committees are 
giving their consideration to this subject should eliminate those 
misunderstandings which are usually the greatest bar to a proper 
solution of such a question as this. 

If those who receive our statements believe that there are things 
which the accountant ought to do and can do, the accountants will 
gladly do what they can to see that such work is properly and 
satisfactorily performed. If the accountants have been guilty of 
issuing certificates which, though perfectly clear to them and in 
accord with accounting precedents, are misunderstood by you 
who receive them, the accountants can and should do what is 
necessary to avoid such misunderstanding. 

The solution will not come, however, from asking the account- 
ant to do what in the very nature of affairs he can not do, nor will 
it come along lines which assume that the accountants will never 
issue any statements except those which are appropriate for 
credit purposes. 

Much of the present difficulty, I think, comes because the audit 
is usually made by the accountant solely at the request of the 
client and subject to whatever limitations the client may impose. 
The accountant, if he accepts the engagement, is bound by the 
limitations which the client imposes. Often we should have a 
very different situation if the instructions as to the audit were 
given at a conference in which the banker participated, yet rarely 
is this done. 

Again, many difficulties could be avoided if the bank asked 
that on delivery of the report to it the accountant should be pres- 
ent to participate in its consideration. Of course, the accountant 
is only in a position to give to the bank information as to his 
client’s affairs with the approval and authorization of the client, 
but rarely would a client refuse authorization for such a conference 
if it were requested by the bank. 

I realize that the possibilities cf such conference are limited 
and could not apply to every one of a chain of credit men who 
received the client’s statements, but I believe much would be 
accomplished if, where possib'e, such conference could be 
arranged. 
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Then again the accountant finds it impossible to persuade the 
client that he should have a full audit made of his affairs when the 
client finds the banker entirely ready and willing to accept certifi- 
cates of limited audit. When the banks readily accept and make 
loans on limited certificates, not merely the client but even the 
auditor is bound to feel that that is all the bank requires. 

Professional accountants do hope that they may continue to 
hold the highest confidence of credit executives and of the public 
and hope they may so conduct themselves and so present their 
certificates as to merit that confidence. They hope for the mutual 
understanding which is essential to this end. If they seem to 
have erred, they hope that they may be told, so they can either 
present their justification or can provide against a continuance 
of such errors, but they do hope that those who criticize their 
certificates will do so with the recognition of the problem with 
which the accountant is confronted and with the belief that the 
accounting profession desires to meet the highest standard for its 
certificates that anyone can reasonably ask. 
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Requirements of a Balance-sheet Audit* 
By CHARLES B. COUCHMAN 


One great need of business, particularly in the granting of credit 
or in any negotiation for business acquirement, has been met by 
accountancy through its introduction of a disinterested third 
party in the determination of facts of interest to both debtor and 
creditor. In earlier days a bank considering the granting of credit 
depended to a large extent upon a statement of the financial con- 
dition of the debtor prepared by himself. However honest such 
debtor might be it is unquestionably true that he would be in- 
clined to see facts relating to his own business in the most favor- 
able light, however pessimistic he might be with regard to other 
phases of his business. It is further true that a man’s honesty is 
not of necessity a measure of his knowledge of the proper display 
of financial facts. The history of credit is replete with illustra- 
tions of marked misstatement of financial facts through igno- 
rance on the part of the maker of such statements as to the proper 
content of the various accounting classifications and as to the 
proper measure of such content. Sincerity is not a sufficient 
substitute for skill and training. 

Gradually there was introduced into the picture the public 
accountant to examine the facts of financial interest with regard 
to an individual or an organization and to prepare a statement for 
credit or other purposes. Such public accountants, realizing the 
optimistic leanings that had previously applied to such state- 
ments, endeavored to establish a proper balance by leaning 
equally far upon the pessimistic side. Full weight was given to 
every doubt and the element known as conservatism was stressed 
to an unreasonable degree. Among many accountants the final 
rule of valuation was a simple one; namely, in case of doubt be 
conservative. Such a rule has much to recommend it if temper- 
ately applied. Unfortunately, however, such a rule offers won- 
derful opportunity to a lazy mind and in fact one might go sofar 
as to say that in many cases it was used in lieu of painstaking 
digging for true facts. 

I believe that the accounting profession as represented by its 
best elements today may be congratulated upon the fact that it 





* Address delivered at a meeting of the Robert Morris Associates, Cleveland, Ohio, October 
30, 1928. 
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has reached a point where it no longer uses the simple rule above 
noted until after it has exhausted all reasonable means of arriving 
at a better solution. 

The advantages of the certification of financial statements by 
disinterested third parties are self-evident. Such a party must 
be disinterested in the full sense of that term. He therefore 
should not be a partner in the business whose statements he cer- 
tifies nor if such a business is a corporation should he hold stock 
of any material amount. He should also be skilled in the de- 
termination of accounting facts and in the measuring of their 
amounts according to established accountancy rules. He should 
bring to bear upon his work not only a theoretical knowledge but 
a practical experience based upon the study of many businesses. 
He must be acute in the discovery of misstatements either inten- 
tional or unintentional and in the correcting of errors of omission 
and errors of commission. He must know something of the law 
as it applies to the determining of the rights and obligations of 
his client so far as these affect the client’s assets and liabilities. 
These qualifications are presumed to be a part of the equipment 
of the public accountant. 

| doubt if anyone realizes more fully than does the accountant 
the impossibility of expressing the full truth of the financial 
condition of a business by means of mere figures. Figures are 
hard and inflexible, whereas business facts are complex and highly 
volatile. The impossibility of reaching any goal of absolute per- 
fection in the expression of such facts by means of rigid figures is 
well understood by all who have carefully studied the problem 
and have experienced the elusiveness of accurate measurement of 
facts known to exist. We therefore make no pretense that ac- 
counting statements are absolute as an expression of financial 
condition. However, it is part of the duty of the accountant as 
an intermediary between debtor and creditor, or between an 
organization and its proprietorship, to use every means of de- 
termining the value of facts and of making his expression come 
as near to the truth as possible. To be over-conservative is 
almost as grievous an error as to be under-conservative. Any 
marked variation from the truth either one way or the other is 
liable to work an injustice to some interested party. 

In preparing the balance-sheet of an organization the account- 
ant has no more right to omit or disregard any ascertained asset 
than he has to omit or disregard any ascertained liability. He 
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may and should give expression to his opinion regarding the value 
of such asset for balance-sheet purposes. 


CONSERVATISM 


Frequently occasions arise when an organization, because of an 
over-conservative balance-sheet, is unable to take certain steps 
which might prove very valuable in enabling it to meet its obli- 
gations to creditors as well as to preserve intact its proprietor- 
ship interest. Had the statements been made with as near an 
approach to absolute truth as possible, in other words, if the maker 
of such statements, instead of leaning over backward, had main- 
tained an erect attitude, the resulting statement might have 
enabled measures to be taken which would have protected the 
interests of all parties concerned. 

I trust I shall not be interpreted as advocating a lack of con- 
servatism. I certainly have no such intention, but I am advo- 
cating that the complicated interests of various parties con- 
cerned with financial statements are such that it becomes the 
absolute duty of the accountant to bring his statement as near to 
the truth as he can, rather than to adopt the simpler but less just 
expedient of failing to give due weight to favorable elements as 
well as due weight to unfavorable elements. 

It should be recognized that the responsibility of the accountant 
is to present the true facts of a financial nature affecting the 
organization he audits. Nevertheless there has in the past been 
some misunderstanding upon this point. In some quarters there 
has been an impression that the accountant owes a greater re- 
sponsibility to prospective creditors or to prospective investors 
than he owes to present creditors and proprietors. The reasons 
underlying any such impression seem difficult to determine and 
it is my opinion that such an impression is entirely incorrect. 
A statement ultra-conservative in character may discourage 
prospective creditors or investors but may at the same time be 
exceedingly harmful to the rights of those who have already 
granted credits or have made investments. I can see no justifi- 
cation for the accountant’s recognizing any such distinction in 
his relative responsibilities. The prospective creditor of today 
may be the actual creditor of tomorrow and the prospective in- 
vestor today may be one of the proprietors tomorrow. Such a 
shifting from the prospective to the actual should have no bearing 
upon the responsibility of the accountant and I hold that he 
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should be as mindful of your rights in the one instance as in the 
other, being quite sure that you who may be considering the 
granting of a new credit have no more rights than you will have 
after you have granted such a credit. 

The function of the accountant, therefore, is not that of an 
advocate representing either one party or another party and in- 
terpreting facts in the light of favoritism to anyone concerned, 
but rather his function is more in the line of a judicial and skilled 
determination of the actual condition of financial facts regardless 
of whom such determination may favor. 

In attempting to arrive at a statement of truth the public ac- 
countant is faced with the continually recurring problem of valu- 
ing some item of an uncertain character. In such cases it is of 
course true that elements of doubt with regard to valuation must 
be resolved against the organization. Expressed differently, if 
there is a doubt as to whether an asset should be shown at one or 
the other of two amounts, the lower value must be used. Again, 
if there is doubt as to whether a liability is binding at one or the 
other of two amounts, the greater must be used. However, no 
such methods should be adopted unless all efforts have failed to 
disclose more definite bases. In other words, the use of the so- 
called conservative method must not take the place of skilful 
diligence on the part of the accountant. It is, as it were, a 
method of last resort. 


THE BALANCE-SHEET AUDIT 


The scope of the balance-sheet audit and the content of the 
resulting balance-sheet have been the subject matter of so much 
discussion that they are now quite well understood by bankers 
and accountants. The bulletin tentatively proposed by the 
federal reserve board in 1917 has covered the major essentials so 
completely that it is unnecessary at this time to repeat many 
of the points contained therein. However, during the years since 
that bulletin was prepared there has been a steady development 
in the activities of accountancy and it is probable that some re- 
vision of that bulletin may be desirable to meet the changing 
conditions or to cover phases not discussed therein. Committees 
of accountants and bankers have been working along the lines of 
considering possible changes in the procedure to be followed by 
accountants in the preparation of balance-sheets. I hold no 
authorization to speak for any such committees or for any 
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other bodies of accountants. I can speak here only for 
myself. 

A balance-sheet audit is generally understood to cover a suff- 
cient verification of the financial facts and transactions of an 
individual or of an organization to enable the accountant to 
certify that the completed statement properly presents in his 
opinion the financial condition of the business unit named as at 
the date indicated. A balance-sheet audit is valuable for many 
reasons. It is not, however, a completely satisfying procedure 
from many viewpoints. It is not broad enough in its scope to 
assure the discovery of defalcation or fraud on the part of the 
organization’s owners or its employees. It is entirely possible 
for such conditions to exist in an organization and not be dis- 
closed by balance-sheet audits, even though these be performed 
by able accountants. This condition may result in an unex- 
pected crisis to the organization with a possible resultant loss 
to creditors. 

Even in this day when business men are presumed to know a 
great deal more about accounting than they did in past decades 
there still remain many who do not comprehend the significance 
of this limitation upon the work of the public accountant. Asa 
result such men frequently feel that the accountant is responsible 
for failure to disclose certain conditions regardless of the fact that 
the authorization of the client has precluded that thorough in- 
vestigation of the records which would be covered in a complete 
audit. 

Despite this fact the steady increase in the number of balance- 
sheets that are verified and certified by public accountants has 
proven of great value to both seekers of, and grantors of, credit. 
I believe that this has resulted in the prevention of many losses on 
the part of the creditors. Today bankers who bewail losses re- 
sulting from credits granted on statements submitted without any 
independent verification can not expect any lavish expressions of 
sympathy from public accountants. 


CONFIRMATIONS 


In a balance-sheet audit it is usually impossible for the account- 
ant to determine the existence and the ownership of all assets as 
a result of personal verification. This is becoming more true as 
the complexities of modern business increase. The accountant, 
therefore, obtains the greater portion of his proof of the facts 
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presented by the use of what are known as confirmations. He 
can make no personal verification of the balance on deposit at a 
given bank; instead he obtains a confirmation from the depositary 
and uses this as a basis of his certainty of the item. Similarly he 
obtains confirmation with regard to inventories in warehouses and 
on consignment and at various places other than in the custody 
of the client. He obtains confirmation with regard to liabilities 
and with regard to numerous other items which he displays upon 
the balance-sheet. If these confirmations are to be accepted as 
final they must be from parties who by such written statements 
acknowledge the measure of their responsibility to the organiza- 
tion or the amount of obligation which they hold binding upon 
the organization. There is another type of verification obtained 
from disinterested experts in particular fields. The accountant 
therefore accepts valuations of certain assets as fixed by the 
reports of reputable appraisers. These apply usually to such 
assets as land, buildings, machinery, equipment, leaseholds and 
the like. 

With regard to all these items the accountant becomes a sort 
of clearing house for confirmations from third parties with regard 
to the existence or the value of certain assets and the amounts of 
certain liabilities. 

In the past the accountant has accepted and he still is accepting 
as the basis of a measure of certain assets confirmations of a quite 
different sort; namely signed statements from the proprietor or 
from the officers of the corporation. These confirmations par- 
ticularly apply to the asset, inventory. It is well understood 
that a statement from the proprietor of an organization audited, 
certifying to the quantity and value of the inventory, is not in the 
same classification as certificates from disinterested people. 
Accordingly, the accountant must use all the means at his dis- 
posal within the limits of his authorization to verify the correct- 
ness of such statements. He tests the accuracy of the quantities, 
of the pricing and of the mechanical calculations of extensions and 
footings. But in the majority of cases he does not verify by 
personal inspection either the count or the classification of the 
items in the inventory. I will discuss this more fully later in 
this paper. 

VARIOUS BALANCE-SHEET ITEMS 

Balance-sheets are prepared for many purposes and to some 

extent these purposes govern the treatment of certain classifica- 
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tions displayed therein. The general type of balance-sheet, how- 
ever, in which grantors of credit are interested is prepared on the 
accepted basis of going-concern value. This means that tie 
organization is presumed to continue in periods subsequent to the 
date of the balance-sheet in the same general way in which it has 
been operating in the past. The balance-sheet, therefore, de s 
not attempt to display a value upon the basis of forced realization 
but rather upon the basis of the expected realization of assets on 
the same basis in the future as has been true in the past. The 
accountant by the very nature of his work is concerned with the 
past and the present and is not a forecaster of the future. There- 
fore, such adjustments as he makes in the balance-sheet, as, for 
instance, the amount that he deducts from accounts receivable 
for possible loss in collection, are based upon known present and 
past facts. 

Even upon this basis there are many items in the current groups 
of assets and of liabilities with regard to which practice is not 
as yet wholly uniform. It is impossible in the limits of this paper 
to discuss all of these but they involve such points as the proper 
displaying of cash overdrafts, of notes receivable discounted, of 
the complications resulting from loans made by so-called finance 
companies which are secured by pledges of receivables, and of the 
extent to which accruals are made on intermediary balance- 
sheets—that is, balance-sheets made at other times than at the 
close of a fiscal year. The latter point frequently involves many 
complications such as the proper accrual of federal income tax and 
of liabilities because of commission contracts and items of a similar 
character, the basis for which are not fully determinable until the 
close of the fiscal year. 

Since time does not allow a full discussion of these points I 
prefer to accent a few of the items that are of paramount interest 
to those who are contemplating the ordinary commercial credit 
which is presumed to be repaid within a few months. 

It has been my experience that prospective grantors of short- 
time credits to whom balance-sheets are submitted are intensely 
interested in two items thereon, namely, accounts receivable and 
inventory. They want to know exactly what method of verifica- 
tion of these two items has been followed, as these are the two 
classes of assets from which they expect funds to be obtained for 
the repayment of their loans. There was a time when such 
credit men were more interested in the relation of current assets to 
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current liabilities than in anything else, and I have heard such 
rjén state that if these elements were not in the ratio of two to one 
there was no basis for credit. They presumably implied that if 
the ratio were two to one or better the credit risk was assumed to 
Ke good. That day has largely passed, for credit men have recog- 
1/.zed that the collectable value within the period of credit granted 
is’of far greater moment than the mere totals of current assets and 
of current liabilities. A large volume of accounts receivable may 
not result in prompt cash receipts of a proportionate amount. 
To an even greater extent a large volume of inventory may not 
result in a sufficient conversion into cash in time to repay the loan 
when it matures. Such recognition has resulted in a demand for 
more information regarding receivables and inventory than was 
expected in earlier years. 


ACCOUNTS RECEIVABLE 


There are two elements regarding accounts receivable which 
are of interest to the grantor of credits: first, the validity of the 
amount shown under this heading, and, second, the proper ageing 
of the accounts with regard to maturity date. The procedure of 
public accountants for verifying the amount of accounts receiv- 
able is now so well understood that it may be unnecessary to call 
attention to the steps involved. The total of the individual ac- 
counts with customers must not be less than the total shown for 
receivables. Tests must be made to satisfy the accountant that 
goods have been delivered, or services rendered, to justify these 
charges to debtors. All documents relating to such charges im- 
mediately preceding and following the date of the balance-sheet 
must be inspected to assure the accountant that no charges have 
been included which do not properly belong in the period preced- 
ing the date of the balance-sheet. Proper allowance must be 
made for all known reductions in the collectable value of such 
amounts. 

The total shown for accounts receivable in the balance-sheet 
must be represented in the records by individual accounts with 
trade debtors so kept that the source and condition of the account 
may be ascertained therefrom. The accountant must satisfy 
himself by such methods as form a part of his skilled procedure 
that the accounts so shown on the records have resulted from 
sales or other service rendered prior to the date of the balance- 
sheet. He must make similar satisfactory tests to determine 
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that all remittances brought into the records from these customers 
prior to the date of the balance-sheet have been duly credited. 
Similarly he must satisfy himself with regard to all other classes 
of entries affecting the receivables and must be assured that such 
entries are based upon proper transactions or justifiable author- 
izations so that the resulting receivables represent, so far as he is 
able to determine, proper choses in action. 

Some business men seem to feel that an accountant in order to 
certify to a balance-sheet containing an element of accounts re- 
ceivable must have obtained confirmation of the amounts by 
direct communication with each debtor represented in the list. 
Bankers, I am confident, are quite well aware that this procedure 
in the verification of accounts receivable is the exception and not 
the rule. There are many cases where it is a necessary part of the 
investigation but in the general run of balance-sheets prepared 
periodically for organizations this step is not taken; first, because 
it is seldom authorized by the client, and, second, because in 
many organizations it has proven of very little value. This 
depends, of course, upon the class of customers making up the 
trade debtors of the organization. Many retail houses have 
found that such a procedure causes loss of the patronage of many 
customers. Other customers get an entirely erroneous idea of 
the purpose of such confirmations, resulting many times in the 
disputing of a bill that otherwise would have been paid in due 
course. Among certain classes of customers the total of confir- 
mations properly signed and returned to the accountant is so small 
that the value of the procedure is open to grave doubt. The 
accountant, therefore, in the majority of cases confines his veri- 
fication of accounts receivable to those steps which are regularly 
recognized in the profession as being necessary and have been 
found to give a sufficient degree of validity to enable the account- 
ant to certify that in his opinion the amount so displayed is cor- 
rect for the gross accounts receivable. 

From this amount the accountant must make such deductions 
as represent in his opinion a sufficient safeguard for loss in col- 
lection. Under this heading come such items as cash discounts, 
any trade discounts that may have been included, allowances for 
returns and items of a similar character, together with an allow- 
ance for possible loss from bad debts. In some cases certain of 
these may be based upon more or less accurate calculation but in 
most cases they are estimates based upon past experience. It is 


28 


ee 





Requirements of a Balance-sheet Audit 








quite evident that the result is no more than an expression of 
the opinion of the accountant as to the proper value to be 
displayed in the balance-sheet under the heading accounts 
receivable. 

Many complications arise in modern business practice and the 
accountant frequently has to use very careful judgment in deter- 
mining what items should and what items should not properly 
be included in accounts receivable. In the majority of these 
cases, particularly in dealing with accounts receivable resulting 
from sales of goods, the uniform sales law adopted by many 
states is a reasonably good guide. As an illustration, definite 
and bona fide orders which are properly accepted by the organiza- 
tion, provided the goods ordered have a definite existence and are 
owned by the organization and are set aside physically for the fill- 
ing of these orders and thereby are taken out of inventory, may 
properly be included in accounts receivable, although such goods 
are still on the floors of the seller awaiting later shipment to the 
buyer. This, of course, is only true where the order is so worded 
as to allow of this interpretation. By this statement I do not 
mean that accountants must include such items in accounts re- 
ceivable, but rather that there is apparently ample legal justifi- 
cation for such inclusion. Unfortunately court decisions in this 
country have been somewhat vague in their definitions of accounts 
receivable and it is difficult to find court decisions that cover ac- 
curately many of the conditions arising in modern complex busi- 
ness activities. However, since the introduction of the federal 
income-tax laws we have had a great number of authoritative 
rulings with regard to income and the fixing of the date when 
such income is deemed to arise. Many of these rulings assist the 
accountant in fixing more definite rules for the determination of 
the proper content of certain items in the balance-sheet. The 
general trend of these rulings where income is based upon com- 
pleted transactions is to the effect that a transaction may be 
deemed to be completed when title passes or when possession, 
benefits and burden pass, whichever first. In transactions where 
the income-tax law, with its attendant supporting judicial deci- 
sions, holds that income must be reported within a given period, 
it seems logical to hold that the corresponding asset is given a 
justifiable existence as at the end of that period. 

There are numerous other problems facing the modern ac- 
countant wherein the distinction between what is and what is 
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not a proper item for asset display necessitates a finer line of 
demarcation than was used a few decades ago. So far as ac- 
counts receivable are concerned there are many lines of activity 
wherein these problems are more difficult than in the case of 
organizations whose receivables result from the sale of goods. 
These arise, for instance, in organizations selling services, in con- 
tracting companies and in manufacturing organizations whose 
product is sold in advance of its construction. As a result ac- 
counts receivable, in the broad use of the term in the balance- 
sheets of a great variety of organizations making up the credit- 
seeking world of today, contain many elements beyond the scope 
of the earlier interpretation of this classification. 

I trust that these remarks may not startle any member of this 
organization into thinking that the public accountants are in- 
cluding in that good old reliable heading of accounts receivable 
any weird elements that have no right to be there. Instead I 
desire merely to emphasize the fact that the proper determina- 
tion of the amounts owing to an organization from trade debtors 
as at a particular date involves more complicated calculations and 
procedures than some business men and perchance some bankers 
may have realized. Let me at this point emphasize the further 
fact that the public accountant who is faced with the inclusion in 
accounts receivable of any element which may be misleading must 
so analyze his display and so word the headings under which 
amounts are displayed that there should be no doubt in the 
minds of the observers of his balance-sheet as to what is included 
under each. I sometimes think that perhaps public accountants 
have been too stingy in the use of words in their balance-sheet 
display. There are times when the failure to add an extra word 
or two or a phrase may result in an ambiguity or a misunderstand- 
ing that could readily have been avoided. 

I have stated that the grantor of short-time credits is interested 
in two facts regarding the receivables. The first is their validity. 
The second is their ageing. Receivables that are perfectly valid 
as to origin may be of little value to the grantor of credits if they 
are not going to produce a certain percentage of cash during the 
period for which the loan is asked. The prompt collectability of 
an account receivable is not necessarily assured because the re- 
ceivable is valid. One method of aiding the proposed creditor in 
forming a judgment on this matter is by a classification of the 
accounts receivable according to age. This may be displayed in 
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the balance-sheet proper or it may be made the basis of an at- 
tached schedule. It may further be supplemented by a schedule 
of the ratio of collections to receivables month by month over the 
preceding year. Such a schedule properly prepared enables the 
observer to draw reasonable conclusions as to the efficiency of the 
collection department of an organization and as to the tendency 
of its customers with regard to the settlement of their accounts. 
Similarly a schedule of the ratio of the month-by-month collec- 
tions to the sales of the preceding month (if the sales are generally 
made on a 30-day basis) or to the sales of the second preceding 
month (if the sales are generally made on a 60-day basis) sheds 
valuable light upon the probable collections of the organization 
in the months succeeding the date on which a loan is asked. If 
such a display shows that a large majority of the customers dis- 
count their bills before maturity date the proposed grantor of 
credit to the organization may be much more interested in the 
proposition than he would be if the schedule showed that the 
customers paid only at the extreme limit of the terms granted to 
them or even delayed much longer than that. 
INVENTORY 

The second class of assets which is considered of major im- 
portance in the granting of short-time credits is the inventory. 
In many organizations, particularly in the smaller companies, 
there is very little accounting control over this item. The amount 
shown in the balance-sheet is usually obtained by a physical 
determination of quantities to which prices are applied based upon 
cost or market, whichever is the lower. It is quite well recog- 
nized that if an organization chooses to be dishonest in the prep- 
aration of its financial statement this item offers numerous op- 
portunities for the practical application of that dishonesty. 
Again, in cases where the proprietors of the organization are 
strictly honest and have no intention of misstating facts there is 
nevertheless in the item of inventory an opportunity for the 
exercise of that element of optimism which is emphasized today 
through slogans and trade articles as being one of the attributes to 
be cultivated by business men. As a result prospective lenders 
usually view the item of inventory with a doubtful eye and 
whether or not they originated from the great state of Missouri 
they nevertheless demand to be shown the steps that have been 
taken in establishing the truthfulness of the amount. 
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I have already stated that accountants frequently have had to 
accept for this item the certification of the owners or the employees 
of the organization. Frequently they are forced to this step by 
the limitations made by the client upon the scope of their in- 
vestigation. As a result the certificate which they attach to the 
balance-sheet must specifically state this limitation upon the 
verification they have made. May I emphasize the request that 
bankers pay careful attention to limitations in certificates of 
accountants whose balance-sheet they are considering. Un- 
fortunately there are cases where the banker, seeing that a 
balance-sheet is signed with the name of some reputable ac- 
countant, immediately concludes that every accounting proced- 
ure necessary has been used in the verification of each item in 
the balance-sheet and overlooks the specific wording whereby the 
accountant has qualified his certificate. While we appreciate the 
confidence in our abilities that such action implies, nevertheless 
we must call attention to the fact that accountancy has not 
reached a point in this country where the public accountant can in 
all instances demand from his client unrestricted verification of all 
items. That is the goal toward which we are working but until 
it is reached our protection must lie in the statement we make, 
in our certificate, of the limitations that have been imposed upon 
us. This limitation applies more frequently to the item of in- 
ventory than to other current assets which may appear upon our 
statements. 

Recently there have been requests that the public accountant 
assume complete responsibility for all inventories appearing on 
his balance-sheet, such responsibility applying not only to the 
pricing and the arithmetical calculations involved but also to the 
count and classification of items. There is a very reasonable 
doubt of the desirability of the accountant’s assumption of this 
responsibility, as it involves factors entirely without the scope of 
the knowledge and skill which the term accountancy implies. 
It would involve not only the ability properly to determine 
quantities in cases where such determination requires a technical 
skill beyond mere mathematical requirements, but also knowledge 
of the character, condition and usability or salability of detailed 
items making up the inventory. 

The training and the practice of accountancy lie in the verifi- 
cation and analysis of financial transactions, the recording of the 
results of such analysis and the proper accumulation, interpreta- 
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tion and display of such results. It is, therefore, concerned 
primarily with the records and documents relating to financial 
facts. The public accountant, even of the highest calibre, has 
found that this is a man-sized job. It requires all of his ability 
as a student and as a thinker, and beyond that he realizes that he 
has not by any means reached the limits of the subject. It does 
not embrace a direct dealing with, nor an intimate knowledge of, 
the physical items which may be made the subject matter of such 
records. Such intimate knowledge of physical things is a field 
outside of accountancy and in fact is itself a field offering op- 
portunities for a great variety of specialists. The accountant, 
however efficient he may be, does not necessarily qualify as an 
expert in this field. Therefore, to expect of an accountant the 
ability to identify and technically to classify the various items 
which may compose the inventory of his client is asking of him a 
skill and a training which has no direct relation to his specializa- 
tion, accountancy. 

The technical knowledge of the character and worth of physical 
objects is an attribute of a skilled appraiser. An accountant is 
not such an appraiser. To master the technicalities of one group 
of such physical assets as iron and steel products, textile products, 
chemical products and the like requires such a training and study 
that the man who succeeds in it may be considered to have ac- 
complished all that can be asked of an individual. There are 
specialists in each of these lines and, if it is necessary that such 
assets of an organization be skilfully valued, such an appraiser 
should be called upon for that service. Therefore, it is doubtful 
if public accountants as a class will be willing to assume responsi- 
bility for such technical work, nor does the accountant feel that it 
is necessary that he should undertake such work. So far as the 
ordinary balance-sheet is concerned the accountant must accept 
the classification and designation of items in the inventory as 
made by the owners or by an appraiser whom they may authorize 
to do this work. The accountant is then fully able to make the 
remaining tests necessary to enable him to certify to the value 
displayed for this item in his balance-sheet. In addition, if the 
organization has a proper system controlling its inventory and its 
operations the accountant will be enabled to determine with a fair 
degree of accuracy whether or not the classifications submitted to 
him by the organization are correct. Even the question of sal- 
ability can frequently be determined with reasonable accuracy 
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from a proper investigation of such records. It is unquestionably 
incumbent upon the accountant where the proper system exists to 
make such a study of the situation as will assure him of the sub- 
stantial accuracy of every element in the inventory. Work of 
this character is being done by the leading practitioners of ac- 
countancy and we believe it is being done with sufficient thorough- 
ness so that the results are quite generally satisfactory to all in- 
terested parties. I believe that with the exception of the proper 
classification of inventory items and the question of obsolescence 
the accountant can properly undertake as complete a verification 
of the inventory as of the other items in the balance-sheet. 
SURPLUS 

There is another item appearing upon the financial statements 
of corporations that is of sufficient importance to justify a more 
complete treatment than frequently is accorded toit. This is the 
element of surplus. 

Frequently it appears upon balance-sheets as one amount 
without analysis, even though it may have resulted from a variety 
of causes other than undistributed earnings. In such a case the 
observer of the balance-sheet would be greatly aided if such an 
analysis of surplus were displayed as would show him the causes 
that had created it. 

Frequently the surplus of corporations consists of amounts 
resulting from the sale of capital assets, of amounts that have been 
produced by the sale of donated stock, of amounts that have been 
paid in by stockholders in excess of the par value or the recorded 
value of capital stock. Frequently we find that it includes 
amounts resulting from a re-appraisal of fixed assets. 

If all of these varied elements are combined under the one 
heading of surplus without specific analysis, an observer of the 
balance-sheet would be justified in assuming that the amounts 
represented an accumulation of earnings which had not been 
distributed. Such a conclusion, though justified by the form of 
the statement, would not be in accordance with the true facts. 

Each element of surplus arising from causes other than earnings 
should be specifically labeled on the books of the corporation, 
and in the display of surplus on the balance-sheet a proper showing 
of these various elements composing the totai should be given. 

Surplus is the most elastic of all elements displayed upon the 
balance-sheet and a proper study of it frequently gives valuable 
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clues with regard to the efficiency or the conservatism of the 
management of the corporation. 

I have therefore been surprised that bankers have not de- 
manded more complete analysis of surplus on balance-sheets 
presented to them even for purposes of short-time credit. I 
believe that such a demand on their part will prove valuable. 

I have mentioned that the banker who grants a short-time loan 
is interested in the amount of cash that will be collected by the 
organization during the months covered by the loan. He is also 
interested, however, in the amount of that cash that may be 
absorbed by the operations of the business and, therefore, will not 
be available for making repayment to him. If an organization is 
losing money, there may be no surplus cash available for him. It 
is, therefore, of great aid if the balance-sheet is accompanied not 
only by a proper analysis of surplus as it stands at the date of the 
balance-sheet, but also by a schedule giving a condensed state- 
ment of operations, preferably for several years, so that the trend 
of the business as well as its position may be made evident. 

The idea that I am trying to emphasize is that the balance-sheet 
alone does not give all of the information which a prospective 
creditor desires to know. I have therefore suggested a number 
of schedules which I think should accompany any balance-sheet 
presented to the banker. There was a time when business 
organizations considered that the complete report of the account- 
ant belonged to them alone and the only thing they desired to 
submit to the banker was a certified balance-sheet. Today there 
is an increasing number of demands for additional copies of the 
full report so that one may be presented to each banker granting 
credit to the organization. I believe that this indicates a happy 
spirit of coéperation with the banker on the part of commercial 
organizations and it is a feature that should be encouraged. 

This is an age of progressive thought. Few of us are content to 
abide merely by the customs of the past. We are living in more 
or less of a maelstrom of changes and proposed changes. The 
accountant can not and does not wish to escape from the inevi- 
table steps of progress. Suggestions are constantly being made to 
him with regard to new and in many cases outré proposals for 
changes in his method of presenting accounting facts. In a 
recent paper before the American Institute of Accountants I 
called attention to some of these proposals and made the state- 
ment that the profession of accountancy would be foolish to dis- 
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regard all these no doubt well meant and perhaps well founded 
suggestions, but it would be more foolish if it adopted them with- 
out careful study as to the outcome of such adoption. The basis 
of our present balance-sheet values is determined by completed 
financial transactions wherein legal right to property or to serv- 
ices has passed either to or from the organization concerned, plus 
consideration of legally binding contracts yet to be consummated. 
To this basis we have added certain adjustments, such as sub- 
stituting for the book value of fixed assets the sound value as 
fixed by reputable appraisers; and further we have made some 
adjustments as the result of our endeavor to show income and 
expenses in their proper periods. We are, I believe, thoroughly 
justified in any hesitancy we exhibit in adopting additional modi- 
fications of this basis, or in the assumption of additional respon- 
sibilities which we do not feel qualified properly to assume. In 
this stand we are mindful not only of the preservation of our pro- 
fessional integrity but also of the faith and confidence that is 
reposed in us by those who accept our financial reports. This 
confidence, and the interests of those who have such faith in us, 
would be jeopardized if we attempted responsibilities which we 
are not qualified by training and experience to fulfil properly. 

I believe, therefore, that the banking groups, which form an 
important part of those who utilize and depend upon our reports 
and to a certain extent base their financial undertakings upon 
them, are in agreement with this attitude on the part of the 
accountancy profession. We desire to be conservative in the true 
and proper interpretation of that word, at the same time carefully 
avoiding any ultra-conservatism resulting in injustice to any of 
the varied interests which we serve, whose financial status is to a 
certain extent dependent upon our findings. 
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Standard Financial-statement Form for Banks 
By EMANUEL SAXE 


The writer was recently asked by a credit officer in a prominent 
New York banking institution for a confidential opinion with 
respect to the financial standing of a prospective borrower. The 
sole source of information in this instance happened to be the cus- 
tomer’s statement as submitted on the standard form provided by 
this bank for that purpose. The paucity therein of certain infor- 
mation, vital to the proper survey of the situation, raised the 
question as to whether statement forms employed by similar in- 
stitutions had the same fault. Accordingly, an investigation was 
attempted with rather interesting results. 

About thirty-five of the larger banking institutions in the city 
codperated in the undertaking and submitted for examination 
specimen forms of borrower’s statements, such as are at present 
employed by them. They varied in form, size and content from 
a one-page balance-sheet with a few pertinent questions to a six- 
page form replete with schedules, sub-schedules, questions, data, 
etc. Ina few instances the form suggested by the federal reserve 
bank was employed, though, for the most part, with amplification. 

No one statement, however, contained all the necessary infor- 
mation or all the outstanding features disclosed by an inspection 
of all those received, nor did certain of these statements permit of 
a control of the business status from year to year as, for instance, 
by a reconciliation of the statement with those previously issued. 

The following form (constituting a four-page leaflet, each page 
814"’x 11’), representing a type financial-statement form (corpo- 
ration), was prepared after a thorough scrutiny and study of the 
various forms received, in addition to considerable personal con- 
sideration of the subject. It is offered for use with the following 
possible advantages: 

1. It is a complete form that can be used as a standard statement by all 


credit grantors. 
2. Together with the same statement filled out for the preceding fiscal period 
it affords an opportunity for a good desk audit of the borrower’s affairs. 
3. It is so constructed as to bring to light quickly (by means of interlocking 
answers) information not accurately furnished. 


4. With the use of a standard form of this type, the exchange of credit in- 
formation may be more easily effected. 
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concern that went through bankruptey ? 







































































Booxs: Do you keep the following books: General Ledger General Journal 
___Cash Book Purchose Book Soles Book Note Registers _ 
Accounts Receivable Ledger ______ Accounts Payable Ledger 

Capital Stock Record Tronsfer Book 
Other books (list) 
a’ w ’ 
9D On Merchandise ) On Machinery, Equipment 4 Fixtures 9 On bun iengs 

Liability Insurance - Amount _§ _@ Nature of ability covered 
_Borglory & Holdup Ins § Credit insurance 

Use & Occupancy Ins - Workmen's Compensation __ 

Lif Insuronce im foyer of company- On which officers or endorsers- 

le there a disability clouse ?- 
Is insure’ ? if 3 








(Form of Decioration or Contract) 

For the purpose of precuring and maintaining credit from time to time inony form whatsoever with the above 
nomed bank for claws and demands ogoin st the endersigned, the onder signed submits the above which ie 
qoranteed to bea true and accurate statement of financial cond tion an the date of signing hereof; 
and agree — that fang change occurs that materially reduces the meons or ability of the undersigned te pay 
o\| clowns or demands aganst or materially weakens the finance! condi hen a8 shown in this statement, 
the undersigned willat once notify the ben of sach change whether application for further credit ie made or not. In the 
absence of sach notice 11s expressig agreed that the bank in granting or continuing credit may continue to reig on this 
statement asatrue and accurate statement of the financia! condition of the undersigned to have the some force ang 
effect as if delivered a8 an original statement of financial condition at the time additional credit is reqaested or 
¢1\9ting cred't continued uniess another statement in writing shal! be sabs!:!wted for tie or this stotement is recalled 


CORPORATE NAME 
By 


(Officer's title mast be given) 











41 











The JOURNAL of ACCOUNTANCY 


Official Organ of the AMERICAN INsTITUTE OF ACCOUNTANTS 








A. P. RICHARDSON, Editor 








EDITORIAL 


Readers of THE JOURNAL OF ACCOUNT- 
ANCY may remember that we referred, 
in the issue of August, 1928, to a series 
of questionnaires which had been sent out to accountants, chiefly 
in the middle west, asking questions with reference to the nature 
and extent of audits which they had conducted for clients who 
were debtors to so-called ‘‘factors’’ in the textile business. At 
that time it had been asked whether such questionnaires were 


Accountants and Credit 
Questionnaires 


proper or not, and accountants generally expressed the opinion 
that factors had no right to expect answers, and certainly no right 
whatever to demand answers, as some of them had done. It was 
and still is our opinion that a request for information addressed to 
an accountant by one who is not a client should be courteously ex- 
pressed and that all semblance of threat for failure to reply is not 
only offensive but deplorable. This question was referred to the 
executive committee of the American Institute of Accountants 
and certain investigations conducted by representatives of that 
committee have led to the conclusion that the questionnaires 
which were the subject of protest were not intended to convey 
the impression which they actually created. The credit agencies, 
which in the textile business assume the title “‘factors,’’ are natu- 
rally anxious to obtain full information as to the responsibility 
of debtors, and it is not astonishing that they should seek to in- 
terrogate the accountant. This much may be admitted without 
argument. The mistake seems to have been due to the manner 
in which the requests were presented and, to an even greater 
extent, to the assumption that the factor had a right to ask for in- 
formation without the knowledge of the client. This, of course, 
is out of the question. Some of the forms which have been em- 
ployed by textile factors are said to contain a space for the client’s 
signature, as authorization for the factors to question the account- 
ants. In other cases this provision has been omitted. It would 
be better if it were always included. 
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Naturally every creditor would like to 
have full information about every 
debtor, and in many cases the account- 
ant is the only one who could express an independent and compe- 
tent opinion on the subject. The accountant should recognize 
this natural desire, but, of course, he must not depart an inch 
from the confidential status of his relationship to the client. 
But, if the client consents to have information given to the factor, 
there seems to be no reason why the accountant should refuse to 
grant the request. When this matter was considered by the 
executive committee of the Institute, the committee expressed 
the opinion that if the accountant is authorized by a client to 
answer questionnaires he should answer each question specifically 
and not by the use of a form letter which could not be suitable in 
all cases. The committee feels that this authorization should be 
obtained by the factor or other inquirer and that it is no part of 
the business of the accountant to propose the matter to the client. 
However, when the factor has induced the client to authorize the 
accountant to make known the details which are desired, the ac- 
countant does not over-step his professional limits by supplying 
the information which he believes to be pertinent. Whatever 
information the accountant may give should be in most cases 
solely an exposition of fact. In the ordinary way, he is not justi- 
fied in making any prediction or expressing any opinion upon the 
management and the credit responsibility of the client. There 
may be exceptional engagements in which the accountant is called 
upon to audit the accounts of a business for the special purpose of 
making recommendations to the management or as the basis of 
credit. In these cases opinions are not improper, but in the great 
majority of instances the accountant is concerned only with the 
facts, and these are the sum total of the information which he may 
give to the credit agent or other outside inquirer. 


When Answers Are 
Proper 


A New York newspaper, The Sun, re- 
cently published editorial comment 
upon a case lately heard by the su- 
preme court of New York, and the following extract is of interest 
to accountants: 


A Proper Audit 
Lacking 


“For three years an employee of a Wall-street house appropriated 
checks made out by his firm to its customers, indorsed the name of the 
payees, signed his own name beneath that indorsement and deposited the 
checks in his own account. In the end he was discovered, convicted and 
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sentenced to imprisonment. The surety company which repaired the loss 
suffered by his employers brought suit against two banks to recover the 
sums misappropriated. The checks were drawn on the Bank of Man- 
aaiaee Company and were deposited in the Bank of America by the 
thief. 

“Whose negligence is answerable for the loss? The banks set up the 
defense that the employer should have discovered these fraudulent prac- 
tices by examining its returned checks and that an audit of the firm’s 
books at any time during the three-year period would have disclosed what 
was going on.”’ 


We agree with the writer in 7 he Sun that an audit would have dis- 
closed the facts—provided that audit were thorough. Unfortu- 
nately many clients still cling to the old theory that an accountant 
should be permitted to do only the least possible amount of re- 
search, and the scope of an audit is often so restricted that such 
a crime as the one now under consideration might easily have gone 
undetected because of the unwillingness of the client to permit 
the verification of creditors’ accounts. If an audit of a limited 
and restricted kind had been conducted and the accounts of 
creditors had not been verified the fraud would not have been 
discovered, or at least might have remained undiscovered for a 
long while. Of course, it is desirable for every business man to 
submit his accounts to independent investigation and analysis, 
and when this is done such offenses as the one mentioned will be 
detected almost immediately, but the client himself can not escape 
responsibility simply because an audit should have disclosed cer- 
tain things. In this case, a little reasonable care on the part of 
the firm would have been eminently desirable. 


en eS. 
Profits? d NTA? appeared a letter Irom a 
correspondent who suggested the use of 

the term “leading clerks "’ for the higher seniors on an accountant’s 
staff. We did not regard the suggestion with unqualified ap- 
proval, but that does not seem to have caused any discourage- 
ment. The correspondent now returns with a far more complex 
problem: he wishes to have ‘‘ret profits’’ defined. Perhaps 
someone can lay down a definition of this elastic phrase, but so 
far there has been nothing which is generally accepted as the last 
word. However, here is the latest—perhaps not the last—letter 
of inquiry from our perplexed correspondent. There is a real 
question in this letter and some of the readers of THE JOURNAL 


44 








Editorial 








may care to exercise their ingenuity and display their wisdom by 
attempting to reply: 


The ready response, the cordial courtesy and the prominent position 
which you accorded my last effusion conspire to induce me to present a 
difficulty which confronts me. 

Again referring to the work of the committee on terminology, I assume 
the object in view (or is it yet in view?) is to induce accountants to use 
words and phrases in such a manner that any given expression will always 
represent one, definite and the same thing. 

My English friend was so pleased with your remarks on the word 
“clark”’ that he now lends me his copy of The Accountant for October 
27, 1928, in which there is an editorial, or a leading article—as he calls it— 
on “net profits’’ wherein occurs the following: 

“Thus the ‘net profits’ of a company were described in Lambert v. 
Neuchatel Asphalte Co. (51 L. J. Ch. 882) as the sum divisible after 
discharging or making provision for every outgoing properly chargeable 
against the period, whether a year or less, for which the profits are to be 
calculated, but these are just words, for when in Frances v. Bultfontein 
Mining Co. (1891, 1 Ch. 140) the articles of a company provided a 
percentage to the directors on the ‘net profit’ of each year, the term 
was held to mean the net profits made by the company as a going con- 
cern, but did not comprise a profit made by the sale of the whole under- 
taking and assets; and in re British Columbia Co. (25 L. T. 653) commis- 
sion on net profits of stated contracts was construed to mean such profits 
as arose on each contract, minus only the expenses thereon, but not de- 
ducting anything on account of the general management of the 
company.” 

In still another case, there was a deed of partnership, which provided 
that each of two partners should draw an annual salary and that, in the 
event of one partner dying, there should be paid to his estate a sum equiv- 
alent to a “one-third share of the net annual profits.” The privy council 
decided that while the partners lived, the “net profits” were those left 
after the payment of salaries, but on the death of one, the same words 
meant profits without deducting the salary provided for the surviving 
partner. 

Here, in three or four hundred words, are five different definitions of 
the two small words “net profits’ —and the article is not signed by Lewis 
Carroll, Edward Lear, William Schwenk Gilbert or Will Rogers, although 
the closing words are, ‘‘a different meaning may competently be assigned 
to the same word or phrase even though occurring in the same deed.” 

Therefore, Sir, when such august personages as members of the privy 
council, judges and above all, so distinguished an editor, plainly tell us 
that English words are as changeable as a chameleon—what is a would-be 
accountant to do? Pray tell me. 


Yours truly, A. W. B. A. 


Here is a striking illustration of the imperative need for agree- 
ment upon the meaning of phrases so that they may be something 
more than “just words.” 


The necessity for thorough investiga- 
tion of the records of all men or women 
applying for office employment be- 
comes more evident every year. The accounting profession is 
peculiarly exposed to danger because of the conditions under 
which much of the work is done. Nearly every accounting firm 
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employs during January, February and March a much greater 
number of men than in any other month of the year, and the con- 
sequence is that at the beginning of the busy season there is a 
temptation to engage practically everyone who seems to have 
the required qualifications, and sometimes in the pressure of 
work firms are inclined to relax their vigilance. As a matter of 
fact none should exercise greater care than the accountant be- 
cause an immense amount of harm may be done to the client and 
to the reputation of the accountant himself by the engagement of 
even one man who is undesirable or worse. Some firms have 
adopted a form of application which is as searching as a member- 
ship blank for the American Institute, and they will not employ 
anyone who does not answer fully every question asked and give 
a complete record of his history with an adequate explanation of 
any break in that history’s continuity. Sometimes, however, 
firms overlook the necessity for thoroughness and they usually 
have experiences which cause them bitter repentance. For ex- 
ample, a few months ago a firm employed an accountant who 
presented C. P. A. certificates from two states. He was employed 
for approximately five months and during that time his services 
were entirely satisfactory. He was found to be a brilliant ac- 
countant and he seemed conscientious. The day he left the firm 
he visited the offices of several clients and cashed personal 
cheques aggregating five hundred or six hundred dollars, drawn 
on a bank in which he had no account. When this was discov- 
ered the firm communicated with another firm which had been a 
former employer. The latter reported that the man was a good 
accountant but that he had turned out to be dishonest, had caused 
embarrassment and trouble to the firm and its clients and had 
left heavily in debt. Upon inquiry of one of the states in which 
the man was certified, it was learned that the state board believed 
that this man had taken two examinations, had passed both and 
had received from the same state two C. P. A. certificates under 
different names. 


The fact that a man with such a record 
State Boards Not 


Always Thorough was able to obtain employment by two 


firms of good standing is a strong testi- 
mony to the fallacy and peril of employing men without thorough 
investigation of references. The record of an applicant from 
school days to the date of his application must be reviewed with 
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scrupulous care and every possible lane of information must be 
followed to its end, if accountants are to feel a sense of security 
in their employees. In the present case it is not difficult to un- 
derstand how a state board could be so deceived, because applica- 
tion blanks are not always comprehensive in their requirements, 
and one who felt irresistibly drawn to the examination room could 
probably enter without revealing the fact that he had already 
been a successful candidate in the same state. Reference letters 
might easily be forged by such a man and unless the state board 
conducted a complete investigation the fraud might not be dis- 
covered. It may be said, however, that failure on the part of a 
state board to make thorough inquiry is even more serious than 
such failure by a firm. A man who seeks to be certified by a 
state authority should be compelled to present his full record and 
indisputable evidence of integrity. We have been told that the 
accountant to whom we have referred in these notes is at present 
in search of work. 


A well known lawyer in one of our large 
cities, after reading editorial comment 
in THE JOURNAL OF ACCOUNTANCY on 
the subject of contingent fees, writes as follows: 


A Lawyer’s Views 
on Contingent Fees 


“As a matter of fact, you might go a step further than you have gone. 
As I understand it, the point that you are making is that accountants 
should not charge contingent fees, and in order to prove that point you give 
the bad example of lawyers having contingent fees. I suppose the argu- 
ment has been made by some accountants, who are in favor of contingent 
fees, that if these fees are allowed for lawyers they should be allowed for 
accountants. In answer to such an argument it can be pointed out that 
there are two marked differences between lawyers and accountants in 
respect to contingent fees. First, contingent fees are usually in damage 
cases involving people who have no money and who couldn't go to court 
unless a contingent fee were allowed. Accountants never appear in 
cases of that sort. Accounting is done for business men who have suffi- 
cient money to pay if they have the desire to have the work done. Second, 
the lawyer makes an argument in the case on the evidence. A lawyer 
never testifies in a case himself. The accountant, on the other hand, who 
takes a case on a contingent basis will probably act as a witness in that 
very case. His testimony as a witness will be subject to the criticism that 
he is interested in the outcome.” 


Our correspondent’s first contention that clients of accountants 
are always able to pay will amuse some of the practitioners in the 
accounting field. We have heard of accountants who have had 
difficulty in collecting their professional fees, not because the 
client would not pay, but because he could not. Furthermore, 
most accountants who have accepted and are accepting contin- 
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gent fees are engaged in so-called tax practice, and their argument 
is always the same when they attempt to defend their departure 
from ethical practice, namely, that the taxpayer can not afford 
to pay and the accountant, moved by a spirit of altruism, comes 
to his defense and will charge nothing if nothing is recovered. 
It seems to us that the defense of the contingent-fee lawyer is 
practically the same as the defense of the contingent-fee ac- 
countant—in both cases professional benevolence and sympathy. 
In both cases what they are seeking is a portion of the assets, 
actual or contingent, of a client. It is noteworthy that when a 
contingent fee is mentioned its rate is exorbitant. What, then, 
becomes of this plea that it is only for the good of the client that 
the lawyer or the accountant will undertake work without as- 
surance of compensation? An argumentative lawyer, of course, 
will reply, and his equally argumentative brother, the accountant, 
will agree, that the risk of receiving no fee must be compensated 
by a proportionately higher fee in the case of success. But, 
again, we are unable to distinguish between contingent fees and 
avarice or to accept avarice as an expression of benevolence. 


The second point in our correspondent’s 
letter is more important and is often 
overlooked. Here one must admit that 
there is a difference between the lawyer and the accountant. 
The lawyer is supposed to be a special pleader, but not a witness. 
The accountant should never be a pleader and when he comes 
into court is a witness. The preparation of a case, whether in 
tax practice or in any other department of accounting, should be 
in the hands of two men, the lawyer and the accountant. The 
accountant should discover the facts, present them in a clear and 
intelligible form and be prepared to support every item which he 
places upon the financial statements. Having done that, he should 
leave the formulation of legal evidence in the hands of the lawyer. 
When the matter comes to court the lawyer will do the pleading, 
the accountant will be the witness. Now it is a fundamental 
rule that the evidence given by a witness, if it is to carry weight 
with the court, must be free of prejudice or bias. The moment 
it is shown that evidence is affected by any ulterior motive, or that 
there is the possibility of such a motive, its value is reduced to a 
minimum. If the accountant, in our hypothetical suit, is cross- 
examined by the lawyer on the other side and it is revealed that 
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his fees will depend upon the success or failure of the case, there 
is no doubt at all that his evidence will be practically useless. 
In other words, one may say that the lawyer is not expected to be 
fair and impartial. May Heaven protect the accountant from 
the imputation of such iniquity. 


No one who has watched an examiner 
at work upon the grading of candidates’ 
papers can escape a feeling of pity at 
the magnitude of the task and its apparent monotony, but now 
and then an examiner who has a sense of humor takes delight in 
his work. At each semi-annual session of the examiners of the 
American Institute of Accountants the solemn and sombre at- 
mosphere is relieved by an occasional burst of merriment. Fol- 
lowing the November examinations of 1928, one paper in particu- 
lar relieved the ennui. The candidate seemed to have been 
thinking in magnitudes. For example, in the paper on auditing, 
the following question appeared: 


Relief for the 
Examiner 


“The X department store owns and occupies its building. In 1923, 
the president of the company executed a lease for a portion of the building 
without the knowledge of the other officers or directors. No rent was 
collected from the tenant by the company. In 1927, the tenant, threat- 
ened with bankruptcy, offered a settlement to all his creditors including 
his landlord, the X department store. The accounts of the department 
store had been audited annually by a public accountant. Should he have 
discovered the omission of this lease and accrued rents? If so, how?” 


And the candidate replied, ‘‘If the auditor overlooked the tenant 
he certainly failed to examine the largest asset of the company.” 
Some of us have seen such tenants. The same candidate replied 
to another question, “‘If large enough, a purchasing agent should 
be installed.’”” We may take it, then, that Daniel Lambert 
would have been the ideal buyer. The examiner who unearthed 
these answers has made an important suggestion for the benefit 
of candidates. Having read the replies of some ten or fifteen 
thousand candidates during the past few years, he has reached 
the conclusion that what the candidate should remember, but 
often forgets, is to read the question which is placed before him. 
This is not as silly as it sounds. Fully twenty-five per cent. of the 
men who fail in examination give evidence that they have not 
read the questions in their entirety; sometimes they have not 
grasped even a single salient point. It is discouraging to find a 
man who really seemed to know how to answer some questions go 
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absolutely astray simply because he had not taken the time and 
trouble to read carefully what was placed before him. Mis- 
understanding of this kind is not due to any ambiguity in the 
questions, because in the case of nearly all state examinations, 
and certainly in the case of Institute questions, the utmost care 
is exercised to eliminate any doubtful phraseology which might 
confuse the ordinarily intelligent candidate. Probably nervous- 
ness has most to do with the failure to understand, but nervous- 
ness is not a valid excuse. Occasionally, however, a candidate 
himself displays a wonderful sense of the appropriate. In the 
last examinations the author of one paper had gone along fairly 
well for a while and then ended suddenly with the following sen- 
tence, ‘‘I know the general principles of a partnership liquidation, 
but this one stumped me and ruined a perfectly good afternoon— 
au revoir—C474.”’ Morituri salutamus. 


Many readers of this magazine are kind 
enough from time to time to send us 
information with reference to unusual 
activities. The mail is often enriched by a mass of extraordinary 
advertising of some one who would convince the world that he is 
at least as good as any other accountant. We receive blotters 
with photographs of expert gentlemen, calendars whereon the 
accountant expresses to his much desired clients his hearty good- 
will for the new year or for the Christmas season, altruistic recom- 
mendations for the relief of the taxpayer, and a host of other mani- 
festations of unprofessional benevolence. Most of these things 
are of interest as additions to an accumulation of similar things; 
but now and then we do receive something new. A friend in 
New Jersey sends us a form printed eloquently in red ink, which 
is evidently intended to be attached to letters of inquiry ad- 
dressed to a client's debtors. The form is backed with a most ad- 
hesive quality of stickiness and will not be easily removed from 
the questionnaire to which it shall have been attached. It reads 
as follows: 


Someone Must 
Collect 


“In auditing the books of the above company, I find your indebtedness 
as indicated above. If correct, your check to balance will facilitate our 
work. If incorrect, please advise.”’ 

This is excellent. We have always thought that the accountant 
should do something to earn his fees. If he can succeed in col- 
lecting outstanding accounts he will do much to endear himself to 


50 





Editorial 








every properly appreciative client. It may be we shall soon 
come to the time when the really up-to-date member of the pro- 
fession will place upon his door a legend to the effect that ac- 
counts will be audited and collected. What more could any 
client possibly desire? 
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Terminology Department 


CONDUCTED BY THE SPECIAL COMMITTEE ON TERMINOLOGY OF THE AMERICAN 
INSTITUTE OF ACCOUNTANTS 


The special committee on terminology submits the following tentative 
definitiors for consideration and criticism. Comments from readers will be 
welcome. Letters may be addressed to the committee in care of THE JOURNAL 
OF ACCOUNTANCY. 


STATEMENT—LOSS AND GAIN: 
See ‘‘Statement—profit and loss.’’ * 


STATEMENT—MANUFACTURING: 

A statement showing for a specific period (1) quantity manufactured, (2) 
details of direct cost of labor and material and (3) expenses of manufacture. 
Such a statement, made by a concern engaged in manufacturing, selling and 
trading, should show as expenses of manufacturing all those expenses which 
would be incurred if it were engaged solely in manufacturing, apportioning as 
judiciously as possible any expenses incurred jointly for manufacturing and 
other activities. 


STA TEMENT—OPERATING: 

A section of the profit-and-loss account of an enterprise engaged in a business 
of such character that performance of physical service is the principal source 
of revenue. Railways, gas and water companies, and other public utilities 
may properly give an operating statement. Such a statement sets forth the 
ordinary income arising from the principal business of the enterprise and the 
cost of rendering the service. The expression is also applied to the cost state- 
ments of certain businesses or departments, such as foundries, smelters, ice- 
plants, etc. 

STATEMENT—PERCENTAGE: 

A statement of profit and loss, giving not only the concrete figures for each 
item of cost and of income but also figures showing the percentage ratio of each 
to some total. Usually the percentages are calculated as parts of the total of 
ordinary net sales, but occasionally the total net cost is taken as 100%. Other 
statements, such as manufacturing statements, may be accompanied by per- 
centage figures; the basic figure taken as 100° will in each case be selected 
with a view to the surrounding circumstances. For a manufacturing account 
it is usually total net cost of goods manufactured. 


STATEMENT—PRO FORMA: 

A statement consisting of imaginary figures but exhibiting the form in which 
the figures would appear if they were actual. Statements that are partly 
estimated, given as an indication of what the actual figures will be, should not 
be called pro forma statements, but estimated or approximated statements. 
STATEMENT—REALIZATION AND LIQUIDATION: 

This cerm refers to a statement showing the progress made in liquidating the 
affairs of an enterprise that is going out of business, because of insolvency or 


* See THE JOURNAL OF ACCOUNTANCY, December, 1928. 
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for other reasons. Any form clearly setting forth the progress of liquidation is 
permissible. The “realization” is the conversion of assets into money and the 
‘liquidation’ is the payment of liabilities and return of capital. 


STA TEMENT—RECAPITULATION: 
This term has no specific technical meaning. It is any statement that 
summarizes the figures of a more extended statement. 


STATEMENT—RECEIPTS AND DISBURSEMENTS: 


Needs no definition; see ‘‘Statement—cash.” * 


STA TEMENT—RECEIPTS AND PAYMENTS: 


Needs no definition; see ‘‘ Statement—cash.”’ * 


STATEMENT—RECONCILIATION: 

Where two parties have dealings each will keep an account with the other. 
Owing to delays in mail, differences of currency, failures of one to notify the 
other of debits and credits, disputes, differences of accounting methods, and 
for other reasons the accounts of one party may show a condition differing 
from that shown by the books of the other. A statement setting forth these 
differences and showing that the accounts agree in other respects is a reconcilia- 
tion statement. A familiar case is the reconciliation statement of the books of 
a bank depositor with his bank’s statement. Cheques drawn but not presented 
for payment, interest credited but not taken up by the depositor, deposits 
made after bank closing hours and other items may appear on a statement 
reconciling the balance as stated by the bank with that shown by the books of 
the depositor. The approved procedure in preparing a reconciliation state- 
ment is to apply to the balances shown by the respective parties adjustments 
representing the items which should be taken into account by them as of the 
date of the reconciliation, bringing each into agreement with the correct 
balance between them. 


STATEMENT OF ACCOUNT: 
Where two parties have dealings, not for spot cash, either of them may send 
to the other a statement showing the condition of the account, giving details 


of debits and credits and of the balance. Such a statement is a statement of 
account. 


STATEMENT OF AFFAIRS: 

In accounting this is a statement of liabilities and assets, excluding capital 
stock or other capital, usually prepared for creditors of an enterprise that is 
financially embarrassed. It should show as clearly as possible the relative 
liquidity of assets; the secured liabilities, if any, and the amount expected to be 
realized from assets, not the book values; and should be accompanied by a 
statement of any material facts, such as contracts existing, etc. 


STATEMENT OF FINANCIAL CONDITION: 


In accounting this is a statement of assets and liabilities, in which special 
attention is given to the relation of current assets to current liabilities. 


*See Tue JOURNAL OF ACCOUNTANCY, December, 1928. 
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STATEMENT OF EARNINGS 
AND EXPENSES 
STATEMENT OF EARNINGS 


This is a statement of part of the profit-and-loss account prepared by an 
enterprise engaged in rendering physical services, showing the income from 
such sources and the expense of doing the work; it does not include incidental 
income from sources other than the principal business or expenses other than 
those necessary to that business. Interest on obligations, interest received 
from investments and some other items are taken up in a separate part of the 
profit-and-loss account. 


COMPANY—AFFILIATED: 

A company which by reason of stock ownership is permanently controlled by 
another company; the name indicates that the company is the “‘child”’ of the 
“parent,” or controlling company. It is not necessary that the entire issue of 
the company’s stock should be owned by the controlling company. 


COMPANY—ALLIED: 

A company that by reason of stock ownership, or contracts, or for other 
reasons carries on operations which are supplementary or complementary to 
those of some other company or companies. There may be intercompany stock 
ownership, but this is not essential; the stock of the several companies may be 
owned by the same interests; or the operations may be such that the by- 
products of one company are the raw material of another. Thus, in the 
production of electrolytic alkali, hydrogen gas is a by-product that must be 
used on the spot; hence the existence of an allied company producing synthetic 
ammonia, using the hydrogen therefor. 


COMPANY—APPRAISAL: 

A company engaged in appraising physical properties. Such appraisals are 
frequently made the basis upon which valuations of fixed assets are determined 
for the purpose of issuing stock or obligat‘ons against them. 


COMPANY—ASSOCIATED: 

An associated company differs little from an allied company. The term 
“‘allied”’ indicates a rather more permanent alliance than the term ‘‘associated,”’ 
but the difference is not only small but is also ill-defined. 


COMPANY—BONDING: 

A company engaged in the business of insuring employers against losses 
through dishonesty of employees; some bonding companies also act as guar- 
antors for contractors who have to give bonds for due performance of contracts; 
other forms of bonds, as bail bonds, etc., may also be given. 


COMPANY—CONTROLLED: 


A company which, by reason of stock ownership, is controlled by another 
company. At least a majority of voting stock must be owned by the controlling 


company. 
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COMPANY—CONTROLLING: 


A company owning a majority of the voting stock of another company over 
which it exercises control by virtue of that stock ownership. 


COMPANY—HOLDING: 


A company, the principal business of which is to hold the stock of one or more 
other companies. A holding company may also be directly engaged in business 
on its own account, but in so far as it is a “ holding company” its business does 
not include active operations. Some holding companies control the operations 
of some or all of the companies whose stocks they hold; some take no part in 
controlling the operations of other companies but act as investors only. 


COMPANY—INDUSTRIAL LIFE (should be “ Industrial life-insurance”’): 


A life-insurance company engaged in the issue of small policies, the instal- 
ments of the premiums on which are payable at short intervals, the arrange- 
ment being intended to facilitate the purchase of life insurance by relatively 
poor people, such as industrial workers, who receive their income at short 
iatervals—weekly, monthly, etc. 


COMPANY—LIMITED ‘ 
COMPANY—LIMITED LIABILITY | ° 


A variety of companies organized under the laws of Great Britain, her 
colonies, or of other nations that have adopted the plan under which such 
companies are authorized. The capital is represented by stock of a stated value 
per share and the liability of stockholders in respect of such shares is limited 
to the stated amount per share. In the United States most corporations are, 
in effect, limited liability corporations, but the term “limited” is not used in 
their titles. 


COMPANY—MERGED: 


A merged company can not exist; the term is used in speaking of a company 
that once had a separate existence, but now has lost its identity and become an 
indistinguishable part of a combination of two or more companies that have 
merged. 

COMPANY—NON-OPERATING: 

In the course of development of railway systems some small lines have 
been absorbed in such a way as to leave the small company existing, the large 
system operating its track in conjunction with other lines and paying to the 
stockholders of the smaller company agreed dividends. The smaller company 
becomes a “non-operating”’ company. 


COMPANY—ONE-MAN: 

A term used in describing a company controlled and owned entirely, or 
nearly so, by one man; slang, not in excellent standing nor a desirable term. 
COMPANY—OPERATING: 


See “Company—non-operating.” Any company actively engaged in 
business is an operating company; the term, while not very well defined, is 
usually used to describe a company that operates the plant of another com- 
pany, either in addition to its own plant or alone. 
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COMPANY—PARENT: 


Literally, a company that has children. A company that through stock 
ownership permanently controls one or more other companies. A parent 
company may own or control companies that it has originated (true children) or 
companies whose stock it has acquired (adopted children) or both. It may, 
and often does, have fully owned subsidiaries, partly owned and fully controlled 
subsidiaries, allied companies and associated companies. There are certain 
prominent pipe-line companies, for example, whose stocks are owned in equal 
parts by two or more other allied companies, and other pipe lines whose stock 
is not owned by other companies but which are necessarily associated with them. 
The question of classification of the interests of a parent company in subsidiary, 
associated and allied companies is an extremely difficult one. 


COMPANY—PUBLIC-UTILITY: 


A company engaged in rendering to the public service of a kind making it 
essential to obtain a franchise therefor. Such operations are necessarily of a 
monopolistic character, and are therefore subjected to legal restraints from 
which fully competitive business is exempt. Gas, water and electric current 
supply, railroad transportation, inland watery transportation, power service 
where current is passed over highways, telephone service—all are activities 
described as those of public-utility companies. 


COMPA NY—SA FE-DEPOSIT: 

A company maintaining vaults in which valuables may be deposited. The 
depositor has his own compartment, and the safe deposit company does not 
take the valuables into its custody or have any knowledge of what has been 
deposited. Its duty is done when it has preserved the depositor’s compartment 
from disturbance. There are also cases in which safe-deposit companies store 
silver, paintings, etc., in their own vaults, giving receipts for the articles and 
becoming responsible for their care. The business of these companies differs 
somewhat from that of the safe-deposit companies whose business is carried on 
as companies allied with public banks, but there is no distinction made in the 
descriptive terms applied to them. 


COMPANY—STOCK: 


A company, the capital of which is represented by shares of stock—an 
incorporated company, a limited-liability company, a joint-stock company, etc. 


COMPANY—SUB \. 
COMPANY—SUBSIDIARY { * 


A company, the voting stock of which is fully owned, or nearly so, by another 
company, to which the first company is a subsidiary. To qualify as a sub- 
sidiary company for the purpose of rendering consolidated income-tax state- 
ments it is necessary that the control be very firmly fixed in the hands of the 
controlling company, intercompany stock ownership, ownership by the same 
individuals and some other considerations being given weight. Reference to 
the latest tax regulations and decisions is recommended, as the rules are subject 
to periodical revision. 
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COMPANY—TRANSPORTATION: 


A company publicly engaged in the business of transporting for pay either 
passengers or freight; the term is applied to steamship, railway, trolley, bus and 
taxicab lines, and probably will be applied to companies engaged in aerial 
traffic. Express companies, although transporting freight, are not spoken of as 
transportation companies. 


COMPANY—UNDERLYING: 

In forming consolidations it frequently happens that some absorbed company 
has franchises, patents, or other rights that are not transferable and are 
necessary to the consolidation. The company having such franchises or rights 
is kept alive, all its stock being owned by the consolidation. Such a company 
is an underlying company. 

COMPANY—UNLIMITED: 

A company each of whose stockholders is liable for all the debts of the com- 

pany, just as a partner is liable for the debts of a partnership. 


CORPORA TION—A FFILIATED: 

Same as ‘“‘Company—affiliated.” 
CORPORATION—BUSINESS: 

A corporation engaged in buying and selling or manufacturing and selling 
merchandise. The term is of more importance in Cuba and some other Latin 
American countries than in this country, as taxes are imposed differently on 
corporations classed as business corporations and on other corporations. A 


corporation building roads for profit would be classified, in such countries, as a 
business corporation, and taxes would be assessed accordingly. 


COkPLORATION—CLOSE: 

A corporation the stock of which is held in few hands and not freely sold. 
The restraint on sale may be provided in the by-laws of the corporation, by 
definite contract between the stockholders, or by a general understanding among 
them. In most close corporations the restraint is a ‘‘gentlemen’s agreement.” 
CORPORATION—CONTROLLED: 

Same as ‘‘Company—controlled.”’ 

CORPORATION—CONT ROLLING: 

Same as ‘‘Company—controlling.” 
CORPORATION—PUBLIC-SERVICE \ . 
CORPORATION—P UBLIC- UTILITY 

Same as ‘‘Company—public-utility.” 
CORPORATION—SUBSIDIARY: 

Same as ‘‘Company—subsidiary.” 


57 











Students’ Department 
H. P. BAUMANN, Editor 
AMERICAN INSTITUTE EXAMINATIONS 


(Note.—The fact that these solutions appear in THE JOURNAL OF Ac- 
COUNTANCY should not cause the reader to assume that they are the official 
solutions of the board of examiners. They represent merely the opinion of the 
editor of the Students’ Department.) 


EXAMI? ATION IN ACCOUNTING THEORY AND PRACTICE—PArrtT I 
November 15, 1928, 1 P. M. to 6 P. M. 


The candidate must answer the first three questions and one other question. 
Neo. 1 (23 points): 

From the data following, prepare profit-and-loss account for the year ended 
December 31, 1927. In addition thereto, show the average gross profit per 
pound, the selling expense per pound and the average operating profit per 
pound to the nearest cent. 


Pounds Amount 
Re ais eee See «Pe 2,963,915 $988,114 
Raw material consumed............ : 3,342,730 561,715 
Inventory—finished goods—Jan. 1, 1927.......... 285,588 80,894 
Manufacturing expenses..... es 383,508 
Selling expenses.......... Ae 34,080 
Waste recovery............. 18,694 


The closing inventory of finished goods was shown as 271,753 pounds, 
valued at the cost of goods manufactured during the year. 


Solution: 
X MANUFACTURING COMPANY 


Statement of cost of goods manufactured and sold for the year ended 
Decerber 31, 1927 





Per 

Pounds Amount pound 
Raw material consumed .. $561,715.00 
Manufacturing expenses 383,508 .00 
ee hes $945,223.00 
 , SP eer reer ee 18,694.00 

Cost of goods manufactured... .. 2,950,080 $926,529.00 $.314 
Add: Inventory, January 1, 1927.. 285,588 80,894 .00 
i tice th, citi cpcsacghoa ca 3,235,668 $1,007,423 .00 

Deduct: Inventory, December 31, 1927 . 271,753 85,330.44 .314 

Cost of goods sold .............. ie 3 2,963,915 $922,092.56 oan 
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The number of pounds manufactured during the year was obtained as follows: 


So ss:ne Dae kala ac eeee ca ae eee 2,963,915 
Add: Inventory, December 31, 1927.......... 271,753 
WR ys ox Katie nnd oe che a a 3,235,668 
Deduct: Inventory, January 1, 1927........... 285,588 
Pounds manufactured......:............ 2,950,080 


X MANUFACTURING COMPANY 


Statement of profit and loss for the year ended December 31, 1927 








Amount Per 

pound 

eR Reece re cr ere $988,114.00 $.333 
Cost of goods sold. ..... ee ee 922,092.56 .311 
Gross profit....... (haves dawson ae $66,021.44 $.022 
IN, no sc kc nn kk be ene een eedeedaeeeene 34,080.00 .011 
Costing wie. os ics ise schseanterdhesdovinata $31,941.44 $.011 








No. 2 (20 points): 

Albert Jones died on September 10, 1928. From the data following, found 
among his private papers, and from facts ascertained from other sources (also 
given), show how these items and any others indicated should be set forth in 
the accounts of the executor, distinguishing between the corpus and income of 
the estate. 


Market 
Bonds owned Cost Sept. 10, 
1928 
$10,000 American Telephone and Telegraph Co. sinking 
fund 5's. of 1960; interest dates, Jan. 1st and 
ar ere ar $100 $105 % 
5,000 Anaconda Copper Mining Co. 6's. of 1953; in- 
terest dates, Feb. Ist and Aug. Ist.......... 97 105 
5,000 Anaconda Copper Mining Co. 7% convertible 
debentures; interest dates, Feb. lst and Aug. Ist 95 133% 


10,000 Kansas City Southern Refunding and Improve- 
ment 5’s. of 1950; interest dates, Jan. 1st and 


SUE Gs 50k bo0sseanshapatewse reese eed 100 9934 


The deceased was president and sixty per cent. owner of the capital stock of 
the Crow Hollow Mills, Inc., which had, on September 1, 1928, declared a 
dividend of ten per cent. payable September 20, 1928, to stockholders of record 
at September 8, 1928. 


The condensed balance-sheet of the company, as at August 31, 1928, and 
summary of earnings for five years to June 30, 1928, are as follows: 


Balance-sheet 


Pett CO 5k ca cnddiadebinneeenttties $100,000 
Ee vig x bo x GT SEO wis fs RO 50,000 
COR co. on oon kc neeaaGeeees hose 75,000 

$225,000 
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Capital stock—1,000 shares, par value setae each... $100,000 
Accounts payable...... 25,000 
Surplus..... ierem ens penaeah 100,000 
$225,000 
Summary of earnings 
Year Profit 
ended Sales Cost before 
June 30th federal taxes 
1928. $265,000 $170,000 $95,000 
1927.. 250,000 165,000 85,000 
1926.. 240,000 150,000 90,000 
1925. : 225,000 140,000 85,000 
1924. ip ain seb 200,000 125,000 75,000 


nail account with the bank, according to his cheque book, showed a 
balance of $1,978.43. The executor, notifying the bank of Jones’ death and 
his appointment on September 11th, received a statement showing a balance 
of $2,782.19. 

The executor reconciled the account as follows: 


Balance, as per bank... 
Cheques outstanding: 
Smith & Co. (tailors)....... . $125.00 
Collector of internal revenue (3rd quarterly instal- 
ment of tax on 1927 income)........ 328.76 
Black & White, Inc. (Rent of apartment for Sep- 
tember)..... : 350.00 803.76 


$1,978.43 


ae Ae 2,782.19 





A cheque for $397.00 to John Brown had been paid by the bank on Sep- 
tember 10, 1928. 


Solution: 
An inventory of the assets of Albert Jones as of September 10, 1928, shows: 


Bonds owned (valued at market, September 10, 1928 


Par Price Amount 

$10,000 American Telephone and Telegraph 
Co. sinking-fund 5’s of 1960.... $100.00 $1051% $10,512.50 

5,000 Anaconda Copper Mining Co. 6’s of 
Sr err et emer ee 100.00 105 5,250.00 

5,000 Anaconda Copper Mining Co. 1% 
convertible debentures......... 100.00 133% 6,662.50 

10,000 Kansas City Southern refunding 
and improvement 5’s of 1950... 100.00 9934 9,975.00 

Accrued interest on bonds at September 10, 1928: 
Rate Par Days Amount 


American Telephone and 

Telegraph Co. sinking- 

fund 5’s of 1960. Jan. 

Ist and July Iist...... 5% $10,000.00 72 $100.00 
Anaconda Copper Mining 

Co. 6’s of 1953. Feb. 

ist and Aug. Ist...... 6% 5,000.00 41 34.17 
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Rate Par Days Amount 
Anaconda Copper Mining 
Co. 7% convertible de- 
bentures. Feb. Ist and 

pe ee ee 7% 5,000.00 41 $39.86 
Kansas City Southern re- 
funding and improve- 
ment 5’s of 1950. Jan. 





Ist and July Ist...... 5% 10,000.00 72 100.00 
2 $274.03 

Dividend on capital stock of Crow Holiow Mills, Inc., declared 
on September 1, 1928, 10% on 600 shares ($100.00 par)....... 6,000 . 00 

Capital stock of Crow Hollow Mills, Inc., 600 shares, book value 
Ne ON Rs 5k 05 Ho ea ee ee ee ne 114,000 .00 
Cash in bank, per bank statement. ... 9 HOG 2,782.19 
Total assets. .... Peeeree Tee ee | $155,456.22 


The marketable securities are inventoried at their true value (market 
price). No estimate is made as to the true value of the stock in Crow Hollow 
Mills, Inc., a close corporation, for although the average sales and profits for 
the past five years are given, the factors of management, earning power of 
patents, the rate of capitalization of excess earnings and other variables are 
unknown. For practical purposes, a tentative valuation (book value), is 
used for the inventory, subject to later revision. 


Balance at August 31, 1928 (per balance-sheet): 





SIE, oh cnncccitgegssceshaetarbans .... $100,000.00 
Surplus. .... ; 100,000 .00 
Total. ; . $200,000.00 
Less: 10% dividend declared September 1, 1928. . ; 10,000 .00 
Net worth....... . $190,000.00 
Book value per share... . : -. $190.00 
The following journal entry should be made and posted: ae 
American Tel. & Tel. Co. S. F. 5’s 1960. .... a Oe 
Anaconda Copper Mining Co. 6’s 1953. . : 5,250.00 
Anaconda Copper Mining Co. 7% conv. de- 
EE RE Ne et EIEN ce 6,662.50 
Kansas City Southern ref. & imp. 5’s 1950. , 9,975.00 
Accrued interest on bonds (see schedule) .. 274.03 
Dividends receivable................-. : 6,000.00 
Stock—Crow Hollow Mills, Inc. . . . 114,000.00 
er rere Sette eee 2,782.19 
Estate corpus........ asia ad oa 155,456.22 





To record the inventory of assets. 
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The liabilities or debts of the decedent need not be entered until authorized 
and paid. It will be noted that the third and fourth quarterly instalments 
of tax on 1927 income are unpaid. 


No. 3 (30 points): 

On January 1, 1925, the A company acquired 90 per cent. of the capital stock 
of the B company at a cost of $800,000. At this date, B company held 80 
per cent. of the capital stock of the C company. This interest had been ac- 
quired on January 1, 1922. During the period from January 1, 1922, to 
December 31, 1924, the profits from operations and the dividends paid were as 
follows: 


B Co. C Co. 
Profits from operations........... .. $200,000 $35,000 
EE eee Oe ee 180,000 75,000 


Companies A and B carry the investments at original cost and have not taken 
up the profits nor losses of the subsidiaries but have credited income with 
dividends received. 

From the following statements, transcribed from the books of the several 
companies, prepare a consolidated balance-sheet as at December 31, 1927. 


Jalance-sheets—December 31, 1927 


Assets A B ; 
eee ae $90,000 $60,000 $20,000 
Accounts receivable : 700,000 340,000 100,000 
Inventories ees UF 400,000 200,000 75,000 
Investment in B company 800,000 

es we. re 250,000 
Prepaid expenses....... 10,000 10,000 5,000 
Fixed assets, less depreciation...... 1,700,000 640,006 200,000 


$3,700,000 $1,500,000 $400,000 





Liabilities 
Notes payable... . $400,000 $120,000 $100,000 
Accounts payable 300,000 80,000 120,000 
Funded debt....... , 1,000,000 500,000 
Capital stock... ; 1,500,000 600,000 250,000 
Surplus...... 500,000 200,000 70,000* 
$3,700,000 $1,500,000 $400,000 
* Deficit F 
Surplus accounts 
A B . 

Balances—January 1, 1925......... $300,000 $150,000 $20,000 

1925: 
Profit from operations. . . 175,000 80,000 40,000 
Dividends received... 54,000 20,000 

$529,000 $250,000 $60,000 
Dividends paid... .. win ind 225,000 60,000 25,000 
$304,000 $190,000 $35,000 

1926: 
Profit from operations $225,000 $20,000 $20,000* 
Dividends received... ; 40,500 


$569,500 $210,000 $15,000 
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A B 3 
Ri 0 6 kk cabvancexnnisn $225,000 $45,000 
$344,500 $165,000 $15,000 
1927: 
Profit from operations...... an pre 299,500 125,000 85,000* 
Dividends received... ........0005; 81,000 
$725,000 $290,000 $70,000* 
I OIE iin. kivs dé ose ccceanees 225,000 90,000 
Balances—December 31, 1927....... $500,000 $200,000  $70,000t 
* Loss ne i Si 
t Deficit 
Solution: 


In solving a problem involving major and minor holding companies, goodwill 
and minority interests, a statement of adjusted surplus and investment accounts 
taking up the profits, losses and dividends should be prepared. Such a state- 
ment will be found on pages 64 and 65. 

Before the goodwill arising from the purchase of the capital stock of the 
minor holding company (B) by the major holding company (A) can be deter- 
mined, the book value of the minor holding company (capital stock and true 
surplus) must be computed. The surplus on the books of companies A and 
B is not the true surplus of the companies, as the surplus accounts were credited 
with the dividends received rather than the proportionate interest in the 
profits of the subsidiaries. 

The true surplus of companies B and C are necessary also to compute the 
minority stockholders’ interests. 


Note.—The surplus accounts of companies B and C at January 1, 1922, 
were determined by “ working back"’ from the balances in the accounts at 
January 1, 1925, as follows: 

Company Company 








B Cc 

Balance—January 1, 1925. . ........ $150,000.00 $20,000.00 
Add: Dividends paid..... mee , ..... 180,000.00 75,000.00 

Se tee Riou ovedaun ene $330,000.00 $95,000.00 
Deduct: Profits for years 1922, 1923 and 1924 .... 200,000.00 35,000.00 

B’s 80% of C’s dividends of $75,000 credited to 

surplus....... rere, fe eT ae 60,000 .00 

ee ey eee errr eee $70,000.00 $60,000.00 








Working papers are on page 66, and the required consolidated balance- 
sheet itself is on page 67. 
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ComMPANY A AND SUBSIDIARIES B AND C 
Consolidated balance-sheet, December 31, 1927 
Assets 
Current assets: 
ns 6 os Soc Scere eee e eee $170,000.00 
Dupes we «sc 5.5. vie as cde 1,140,000 .00 
[nvertornes... 0.6.5... sates RST ek ae Oe 675,000 .00 
——_—————._ $1,985,000 .00 
Peel GUIIIEE,...o.o 5 5.0 v0 ocd evan tnbernnes 25,000.00 
Fixed assets, less depreciation.............. 2,540,000. 00 
CORIO § v.c'unenircxeorse ts cicero 155,800.00 
$4,705,800 .00 
Liabilities 
Current liabilities: 
Notes payable i. with ieee $620,000 .00 
GRE SINE + 5 ok x on an ccenn een 500,000 .00 
$1,120,000 .00 
PO IS 6.6 nisin cb nee cakese neues 1,500,000 .00 
Minority interest: 
CI oy cinco 40a scdtemeeeneoeen $69,600 .00 
Company C.. Pe ee eee 36,000 .00 
105,600.00 





Capital: 
Capital stock. . SOPCTTT CTT TT ee $1,500,000 .00 
480,200.00 — 1,980,200.00 


EE eer rr Te ere rr 





$4,705,800 .00 





No. 4 (27 points): 

Smith and Jones are engaged, as individuals, in the same kind of business. 
They propose to amalgamate and form a corporation. 

Smith owns buildings and machinery having a book value of $100,000, now 
appraised at $200,000, and net other assets having a book value of $50,000. 
Jones owns buildings and machinery having a book value of $200,000, now 
appraised at $300,000, and net other assets having a book value of $150,000. 

It is agreed that ‘‘net other assets,’’ in each case, are worth their book values 
ind shall be transferred to the books of the corporation at such values. It is 
further agreed that the buildings and machinery shall be transferred to the 
books of the corporation at book values and that 5,000 shares of capital stock, 
par value $100, shall be issued to the property owners. 

Jones proposes that the 5,000 shares be divided pro rata to the total net 
assets of each individual as shown by the books but Smith, because of the lower 
book value of his buildings and machinery, claims that the net assets of each 
individual should first be adjusted by a redistribution of the total! book values 
of buildings and machinery pro rata to the appraisals and that the capital 
stock should be divided on the basis of the new total net assets so found. 

You are called upon to adjudicate. Show how many shares Smith and Jones 
would each receive under the two proposed plans; also show how many shares 
you would apportion to each, giving reasons for your decision. 
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Solution: 
Under the method proposed by Jones, i. e., that the 5,000 shares of the new 
corporation be divided pro rata to the total net assets of each individual, Jones 


would receive 3,500 shares and Smith 1,500 shares, as shown in the following: 
Jones Smith Together 
Book value: 
Buildings and machinery........ $200,000.00 $100,000.00 $300,000.00 
BOGE GOROP GUBOES. « «0.55 cc ccccnscs 150,000 .00 50,000.00 200,000.00 
MOORE DOG WENGE. 66. 5c cccccs $350,000.00 $150,000.00 $500,000.00 


Number of shares in new corporation 
divided pro rata to the total net 
EES bE ee ee eee 3,500 1,500 5,000 


Under the method proposed by Smith, i. e., that “the net assets of each 
individual should first be adjusted by a redistribution of the total book values of 
buildings and machinery pro rata to the appraisals”’, Jones would receive 3,300 
shares and Smith 1,700 shares, as shown in the following: 


The appraised values of the buildings and machinery are 


NL 16s a sicg. cite aean ed Weaver 4 MekGaaardaie oo ee ee $300,000 . 00 
A oe eee it Pi a 2 ora 200,000 . 00 
EG Gt hsive Kae greases sbi ceSinredlac dare ek $500,000 . 00 


If the book values of the buildings and machinery are adjusted pro rata to the 
appraisals we have: 
Book val- 





ues Adjusted 
buildings Pro rata buildings 
and to and 
machinery appraisals machinery 
ee eee. Lee oe _... $200,000.00 ve $180,000.00 
a ke ae 100,000.00 26 120,000.00 
CRI ea eee $300,000 .00 Sf $300,000.00 
Jones Smith Together 
Adjusted values of buildings and 
a ..... $180,000.00 $120,000.00 $300,000.00 
De I Eg ci coc nice eccne 150,090.00 50,000.00 200,000.00 
| eee Lee eeeeeesss. $330,000.00 $170,000.00 $500,000.00 
Number of shares in new corporation 
divided according to the plan of 


se wes RRR i ies eiavirdb a 3,300 1,700 5,000 
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It is reasonable to assume that the book values of the fixed assets (buildings 
and machinery) represent cost less depreciation. The book value of these 
assets of one of the companies may be relatively lower than that of the other 
company, because a fortunate purchase under a forced sale may have been 
made, or property may have been constructed or acquired during a period of 
low costs. Furthermore, the depreciation rates applied by one company may 
have been considerably higher than those used by the other company. 

The corporation purchasing these assets with its capital stock is acquiring 
certain properties which should be valued at present appraised values and not 
at an amount paid sometime in the past, less a more or less arbitrary deduction 
for depreciation. 

The capital stock of the new corporation should be distributed on the basis 
of the present worth of the assets as follows: 











Jones Smith Together 
Appraised values of buildings and 
NI oo 5a5 5 cobs ese eee $300,000.00 $200,000.00 $500,000.00 
ek Otte OUUNEE, coisa soc ac icknen 150,000.00 50,000.00 200,000.00 
WOR Sy ohare deck cee $450,000.00 $250,000.00 $700,000.00 
Number of shares in new corporation 
divided as follows: 
SE OR ee 45/70 3,21434 
OS rere rr er 25/70 1,78554 
DOME. 6 ccvuciveteowan 70/70 5,000 





4 —— 





Cash adjustment could be made for the fractional shares. 
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ACCOUNTING AND COST FINDING FOR THE CHEMICAL INDUS- 
TRIES, by GeorGe A. ProcHazka, Jr. McGraw-Hill Book Co., Inc., 
New York. 242 pages. 

American chemical industries have expanded since the war; but greater than 
the expansion of the industries themselves has been the extension of the field of 
the chemist, and particularly the chemical engineer, over industries formerly 
conducted on an empirical basis. 

The history of the American chemical industry is filled with records of 
processes that have been chemical successes but commercial failures, due largely 
to lack of preliminary cost finding. In the field of heavy inorganic chemicals, 
where yield is “quantitative’’—that is to say, nearly that indicated by a reac- 
tion formula—the difficulties of finding approximate cost in advance are rela- 
tively small; but in the production of organic chemicals, solvents and similar 
products, where the yield of the principal product is uncertain and is accompa- 
nied by less valuable isomers and other by-products, the estimation in advance 
of probable cost needs careful study of cost finding. In the absence of this 
study hundreds of processes have reached the manufacturing stage, only to be 
found unprofitable. For example, “‘The first attempt to produce camphor 
synthetically in the United States on a manufacturing scale was in 1902 
(here follows a description of the theory of the process) . . . but in reality a 
number of unimportant subsidiary products were formed, the amount of borneol 
and isoborneol being insufficient to assure success of the process, which has 
since been abandoned.’’ The (chemical) operation was successful, but the 
patient died. The quotation is from Worden. 

With such an enormous field a volume on Accounting and Cost Finding for the 
Chemical Industries must necessarily be restricted either to a limited section of 
the industry or to general principles, applicable to all such industries. The 
book by George A. Prochazka, Jr., under the above title has been written on the 
second basis, probably wisely. So little is said of any specific process or prob- 
lem that the book might with propriety have been called Accounting and Cost 
Finding for Factories. 

In order to make the cost-finding sections of the book clear to those who are 
not cost accountants, the author gives an excellent summary of the general 
books to which the cost accounts are auxiliary. 

The cost accounts themselves are based on good practice, are free from pe- 
culiar notions and show an amount of “horse sense”’ in avoiding tedious hair- 
splitting that is highly commendable in a book on cost accounting. Perhaps 
the fact that the author is a chemical engineer has had some influence in guiding 
him toward simplicity of accounting; but, strangely enough, there is not to be 
found in the book any chemical or technical term. If the word “chemicals” or 
the name of any specific chemical is mentioned in the book, I do not remember 
it. Biscuits, monel metal, agricultural implements, are used as illustrations of 
some of the points made, but no chemical manufacture is so used. 

Perhaps the outstanding characteristic of chemical cost accounting is the 
treatment of processes having two or more joint products. On pages 147-150 
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will be found some eminently sensible remarks on this point, but even here the 
illustration given is that of joint baking and enameling of unrelated articles, 
joint production of several chemical products from a single raw material being 
referred to only indirectly, 

The cost accountant in some chemical industries, if he be an accountant only 
and not a chemist, can not fulfil his mission without constant help from the 
chemical engineer; and the chemical engineer can not give the proper help with- 
out some knowledge of cost accounting. The chemist, too, can not know what 
his problem is without the help of cost finding. Laymen generally think that a 
method of producing synthetic rubber remains to be discovered: that was done 
ages ago, but the real problem is to produce it at a profit. 

The McGraw-Hill Co., through its periodical Chemical and Metallurgical 
Engineering has urged upon chemical engineers the need for an understanding 
of cost finding. These engineers can not do better than to begin with this 
book. 

This review would be incomplete without a reference to the clarity and im- 
personal tone of the text. There is nothing radically new in the book; it is 
rather a judicious selection of tried and approved methods, suitable for use in 
chemical industries. 


F. W. THORNTON. 


ANALYSIS OF RAILROAD SECURITIES, by Jugs I. BoGen. The 
Ronald Press Co., New York. 449 pages. 


Railroad securities in these days have become so well seasoned, generally, 
that it is doubtful if the average investor gives much consideration to the 
factors which govern the value of such securities as investments. The average 
investor seldom has the basis, grounded in scientific knowledge and experience, 
on which to make a scientific analysis. He is far more likely to place his 
dependence in the management of the company, or in a reputable investment 
banker, or in certain securities sponsored by reliable investment banking 
houses, and to be guided accordingly in his investment decisions. 

Published reports are furnished by railroad companies, either to all their 
stockholders or to such of the stockholders as indicate a wish to have such 
reports. An analysis or study of these published reports by the stockholders 
usually will give them the vital information as to earnings and financial condi- 
tion which they desire. Further than this, probably, the investor of average 
amounts seldom extends his inquiry. 

The book entitled Analysis of Railroad Securities is divided into three major 
parts. The first part is mainly introductory and provides a foundation for the 
remaining two parts. The relation of the law and the railroads, an exposition 
and description of present-day railroad finance and a survey of railroad eco- 
nomics are included. 

The second major part takes up the valuation of an individual railroad. The 
aims and methods of security analysis are presented. The analysis of territory, 
physical characteristics, equipment, traffic and operating efficiency and 
economy are stressed as important considerations. 

The final section covers the financial analysis of the railroad securities. Asa 
prerequisite to the analysis of the railroad’s financial statements, the author 
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points out that the statements must be recast into a form more suitable for 
analysis purposes, and then presents the method of doing this. The results and 
the probable effect on railroad securities of the official valuation, prepared 
under the valuation act of 1913, and of the railroad consolidation plan are fully 
discussed. The last three chapters of the book consider, in turn, railroad bonds 
as investments, railroad stocks and foreign railway securities. 

The author makes frequent reference to particular railroads for purposes of 
illustration, which adds definiteness and point to his discussion. The descrip- 
tive matter also refers largely to specific roads. Statistical data are used 
plentifully. 

Considerable emphasis is laid on the factor of government regulation and the 
part of the interstate commerce commission. Undoubtedly the rate-making 
powers of the commission, its enforcement of the recapture clause of the 
transportation act of 1920, its control exercised over security issues and its 
position in regard to mergers are of great importance when considering the 
value of railroad securities as sound investments. The elimination of destruc- 
tive competition and of much of the unsound financing has helped to stabilize 
railroad earnings and improve their credit. 

The use of the several investment-rating services is recommended as being of 
value in checking the individual investor's analysis of particular securities. 
These services seem to be quite well regarded by financial men, and considerable 
reliance often is placed in such ratings. It is probable that a great many in- 
vestors use these services to a much greater extent than analyses made entirely 
by themselves. General opinion seems to be that a change in rating of a 
security by certain of these investment services may cause no little effect on the 
market price of that security. This would indicate the reliance placed in such 
services. 

It seems questionable whether the book will have particular technical value 
to investment bankers, security analysts, or to others in financial circles. 
These classes, more likely than not, are fully equipped with the information and 
methods brought out in the book and are skilled in the application of these 
factors to the analysis of railroad securities. The average investor is not likely 
to make a scientific analysis as outlined by the author. The book, undoubtedly 
will be of most value to students who expect to enter the investment field; to 
those who may have an academic interest in the subject, and to the investor as 
a reading reference on a specific subject. 

Pau L. WILTON. 


TRADE ASSOCIATIONS—THE LEGAL ASPECTS, by Benjamin S. Krrsu. 
Central Book Co., New York. 271 pages. 


To review for an accounting journal a book written by a lawyer, as he says, 
“to survey the legal aspects of the activities of post-war trade associations”’ is 
not an easy task. It deals with a subject about which, unfortunately, most 
accountants have little knowledge. Yet the legal aspects of trade-association 
work are yearly becoming of much more than passing moment to public ac- 
countants, because a broadening legal viewpoint has enabled trade associations 
of all kinds to undertake activities that would have been frowned on legally not 
many years ago. For instance, one of the most successful associations has 
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three principal activities, of which two are cost accounting and statistics. This 
association, representing as it does at least 80% of the productive capacity of 
the industry, undoubtedly wields a powerful influence over the accounting and 
statistical activities of its members, and thus its work should be of great interest 
to the public accountants engaged by members of the association. 

Mr. Kirsh has written a book of great value not only to trade-association 
executives, but to all interested in trade-association work. The eleven chapters 
deal with the following subjects: Trade association law, trade association 
statistics, uniform cost accounting methods of trade associations, credit bureau 
functions of trade associations, patent interchange, foreign trade functions of 
trade associations, uniform basing point systems of trade associations, collec- 
tive purchasing functions of trade associations, standardization by trade asso- 
ciations, trade relations, restricting channels of distribution. 

Each of these subjects has been adequately dealt with and valuable quota- 
tions from judicial and administrative decisions are used in tracing the growth 
of trade-association work. It is a book that needs to be digested and kept for 
reference, and I prophesy, for one, that it will be referred to constantly. 

Many of the leading banks are urging their clients to join their respective 
trade associations. This fact is of some interest to accountants, because many 
associations are stressing the importance of the adoption of uniform accounting 
systems by their members, in order that they may be in a position properly to 
compare accounting and statistical data of great value to executives. I believe 
the time has arrived when no annual report prepared by a public accountant 
for a client will be complete which does not include a careful survey of the 
client’s profit-making ability for the future, based not only on past performance 
but also on a comparison of the client’s figures with those prepared by the trade 
association or associations of which he is a member, whenever such data are 
available for such use. 

Public accountants are urged to bear in mind the possibility of utilizing 
trade-association data in increasing the value of their future reports. In conclu- 
sion it should be noted that it is important to know something about the “‘legal 
limits’’ for trade associations, because cases have not been unknown where they 
have overstepped these limits with disastrous results to the associations con- 
cerned and unfortunate financial setbacks to their members. 

Tuomas J. BURKE. 


AUDITING (14th edition), by LAWRENCE R. DicKsEE. Gee & Co., London. 
1,108 pages. 


While auditing principles are the same, English forms, nomenclature and 
sometimes procedure differ so much from American that Professor Dicksee’s 
Auditing can hardly be recommended to American students unless they intend 
to enter the British field of accountancy. For that reason, and because fre- 
quent editions have made this text quite familiar to the profession, it is not 
necessary to comment on the body of the work comprised in the first four hun- 
dred pages. 

Of the remaining seven hundred-odd pages, three hundred contain a reprint 
of English statutes covering commercial and financial organizations, in appen- 
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dix A; appendix B devotes nearly four hundred pages to court decisions, 
ranging from 1887 to 1926, on the legal responsibilities of auditors; and the rest 
of the book contains sundry depreciation tables and a curious extract from an 
old “ Tretyce off Husbandry,”’ which shows that the duties of auditors have not 
changed much in seven hundred years. These appendices must be of great 
help to English practitioners for reference purposes, and American public ac- 
1! 
il 


countants may well envy them in having a compact body of law and precedents 


applicable to their whole territory, whereas the American must take into consid- 
eration not only federal statutes but the local laws of forty-eight states. 

Appendix B will probably be of the most interest to American practitioners 
since the court decisions will be, as they have been in the past, precedents for 
our courts. Since the last edition of this book there have been three decisions 
of importance, viz.: that a company which has written down assets excessively 
out of profits may subsequently write them up again for dividend purposes; that 
an accountant has a right of lien on a client’s books and papers to recover fees; 
and that an accountant engaged to make up income-tax returns from the books 
is not responsible (as in an audit) for the correctness of entries on the books 
which may later turn out to be fraudulent. The last will be of particular inter- 
est to accountants who are called upon at the eleventh hour to make up income- 
tax returns ‘‘from the books.” 


W. H. Lawron. 
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